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PREFACE 


This volume is a continuation of the study of Accounting, 
theory and practice; Auditing, theory and practice, and Law 
in its relation to Accounting. A knowledge of the subject- 
matter discussed in Volume I will be helpful in comprehending 
the discussion in this volume. 


There are four principal topics discussed in this volume. 


1. Partnership Accounting. 
2. Corporation Accounting. 
3. Systematization. 

4. Income Tax Procedure. 


At the end of each Unit will be found a list of questions 
and problems which provide the practice work. These questions 
and problems were selected from the C. P. A. and Institute 
Examinations. The author has attempted to select and grade 
the problems to correlate with the topics under discussion and 
to enable the student to progress from the known to the un- 
known. If the student has a good understanding of the funda- 
mental principles of bookkeeping and has completed the work 
in Volume I of this course, he should be able to complete the 
work given herein without difficulty. The work in each Unit 
should be completed and the principles involved should be 
thoroughly understood before the student is permitted to pro- 
ceed with the succeeding Unit. 


The discussion of Systematization is, of necessity, of an 
elementary nature. No attempt is made to exhaust the subject. 
It was felt that it would be better to discuss the fundamental 
principles incident to Systematization and apply them to a few 
particular businesses with the hope of creating an interest on 
the part of the student to continue the study of this important 
phase of accounting by further investigation and research work. 


The object of the discussion in the section devoted to 
Income Tax Procedure is to enable the student to secure a 
working knowledge of the Revenue Act and the Regulations 
and rulings of the Treasury Department. No attempt is made 
to reproduce the official forms provided by the Treasury De- 
partment for filing returns. It is better that the teacher secure 
copies of these forms for the benefit of his class. It would not 
seem to be wise to devote the space that would be required to 
reproduce the many varied forms provided by the Department 
when copies of these forms may be secured, upon request, from 
the local collector of internal revenue or from the Bureau of 
Documents, Washington, D. C. 


me AOPNroO 
5243 } Red 


The author desires to thank those teachers and practicing 
accountants who have offered many helpful suggestions which 
are incorporated in this edition of the course. He is especially 
indebted to E. R. Thoma, instructor of accounting, University 
of Washington; W. O. Winkler, C. P. A., Dean, School of 
Commerce, Valparaiso University, and George E. Bennett, 
C. P. A., professor of accounting, Syracuse University, for the 
material assistance rendered in preparing the original manu- 
script for this volume. He also feels indebted to Paul F. Fussel- 
man, attorney-at-law, income tax inspector, U. S. Treasury 
Department, for the assistance rendered in preparing the 
manuscript which relates to Income Tax Procedure. 


In conclusion, the author wishes to express his appreciation 
ofjthe many favorable comments received from teachers who have 
been using these texts. The extent to which the texts have 
been used has led to the publication of this edition (third) and 
it is hoped that in the course of time another edition will be 
found advisable. Suggestions and constructive criticisms from 
those using the texts will be appreciated and the author will not 
pea to take advantage of these in the publication of a later 
edition. 


ji Po SHERWOOD, Cy ia an: 


Cincinnati, Ohio. . 
December 15, 1922. 
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Unit Seventeen 


PARTNERSHIP ACCOUNTING 
1. ACCOUNTING THEORY 


In most particulars there is no essential difference between 
the records and accounts of a partnership and those of a sole 
proprietorship or a corporation. With the exception of the 
proprietorship accounts, no new or different accounts are neces- 
sary and no new principles are introduced. Certain problems 
may arise, however, in the conduct of a partnership which 
do not arise in the conduct of a sole proprietorship or a corpo- 
ration. 


The essential problems of partnership accounting are those 
which bear upon the character of the partnership relation and 
refer to the proper division to be made of profits and losses, 
and of the assets and liabilities at time of dissolution of the part- 
nership. If it is clearly understood in each case just what con- 
tract has been made there is ordinarily little difficulty in formu- 
lating the accounts. But, unfortunately, the terms of partner- 
ship agreements are at times vague, and even the courts have 
not always agreed on their interpretation. Some of the cases 
in which difficulties arise are, therefore, of importance to the 
accountant even though there may be no really vital accounting 
principles involved. 


The principal difficulties in partnership “sen inet: arise 
in connection with: 
1. Partnership organization. 


2. Distribution of profits and losses. 
3. Partnership dissolution. 


Partnership Organization. With reference to the ques- 
tions arising in connection with the organization of partnerships, 
only a few can be mentioned here. 


Equal Investments. If A. M. Reichard and J. E. Nobis 
agree to form a partnership, the former investing $25,000.00 in 
cash and the latter $25,000.00 in merchandise, their financial 
condition may be expressed as follows: 


Copyright 1922, South-Western Publishing Co. 
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Balance Sheet 


ASSETS LIABILITIES 
Crash ul ees aah $25,000.00 Net Wor TH: 
Merchandise...... 25,000.00 A. M. Reichard, 
Capital ieee $25,000.00 
J. E. Nobis, 
Capitals une 25,000.00 
$50,000.00 $50,000.00 


Overvaluation of Inventories. In this case the only 
question involved is the value of the merchandise. If it is 
correctly valued there is no difficulty. It is important that 
its value be correct for if it later develops that it was overvalued 
and worth only $20,000.00, the $5,000.00 loss will not fall 
entirely on Nobis, but must be equally shared by Reichard. 


Capital Proportional to Investments. If Nobis invests 
$30,000.00 of merchandise instead of $25,000.00, with the un- 
derstanding that his interest in the firm is to be proportional 
to his investment, no difficulty arises as his capital account will 
be increased to $30,000.00 and Reichard’s will remain as before. 


Investing Good Will. If, however, Reichard is already 
engaged in business with an investment of $25,000.00 in mis- 
cellaneous assets and Nobis agrees to invest $30,000.00 in cash 
in order to be admitted as owner of a half interest in the new 
firm, a new element enters. Since Nobis is willing to invest 
~30,000.00 in order to be an equal partner with Reichard who 
is investing only $25,000.00 in tangible assets, he must believe 
that the good will of Reichard’s business is worth $5,000.00. 
Upon this basis the condition of the new firm may be expressed 
as follows: 


Balance Sheet 


ASSETS LIABILITIES 
Misc. Assets...... $25,000.00 Net WortTH: 
GENS EOS ions ue 30,000.00 A. M. Reichard, 
(Sood Wilwie se. 5,000.00 Capital . $30,000.00 
J. E. Nobis, 
Capitalsejes! . 30,000.00 
$60,000.00 $60,000.00 


It will be seen from the above illustration that the value 
of the good will has been credited to Reichard’s account since 
he is the one who has contributed the good will. 


If one firm purchases the business of another for a price 
greater than the net tangible assets of the former, the difference 
between the purchase price and the net assets should be 
debited to Good Will. 
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Reserve for Depreciation of Assets Invested. If, on the 
other hand, the business is purchased for less than the book 
value of the net assets, the question arises as to how the dif- 
ference is to be shown. Some argue that each asset should be 
scaled down proportionately so that the book value of the net 
assets will be equal to the purchase price. This would seem to 
lead to unsatisfactory results, since all of the assets are prob- 
ably not equally overstated. Some may be worth their book 
value while others may be entirely worthless. It would seem 
better to credit the difference between the two amounts to a 
reserve account and to charge to this account any assets regarded 
as worthless or any losses arising from their liquidation. 


If, when all the assets purchased from the old firm have 
been liquidated or the value of those still on hand has been 
accurately verified by means of an appraisal, the reserve ac- 
count shows a credit balance, this amount may be shared 
equally by the partners and should be credited to their capital 
accounts. It should not be treated as a profit arising from 
the purchase of the business because a profit is realized only 
through a sale and not through a purchase. It simply rep- 
_ resents an adjustment of the partners’ capital accounts. If, 
on the other hand, the account shows a debit balance, this 
should also be shared equally and charged to the partners’ 
capital accounts. Some accountants might charge this to Good 
Will, but the policy would certainly be a poor one. It is, un- 
doubtedly, better practice to make the adjustment through 
the partners’ capital accounts. 


To illustrate the above points, we may assume that Reichard 
and Nobis purchase the business of John Brown, whose financial 
condition is shown by the following: 


Balance Sheet 


ASSETS LIABILITIES 
CSTE Pgs \S ey See Ae ¢ 4,000.00 Accounts Payable.$ 3,000.00 
Accotints Rec...... 6,000.00 Notes Payable.... 1,950.00 
Merchandise....... 5,000.00 Accrued Wages... . 750.00 
Notes Receivable... 1,000.00 Accrued Taxes.... 250.00 
Furniture and Fix.. 500.00 Accrued Interest... 50.00 
Mach. and Tools... 1,500.00 
S77 Re a ee Bee 1,000.00 NET WorTH: 
POuCIN eS. Oe els 2,000.00 John Brown, 
Ganitalwne... 15,000.00 
$21,000.00 $21,000.00 


If Reichard and Nobis agree to assume Brown’s liabilities 
and to pay him $9,000.00 for his assets exclusive of cash and 
to invest $1,000.00 each in cash, their financial condition may be 
represented by the following: 
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Balance Sheet 


ASSETS LIABILITIES 
PST a Sea ieee Ma Ano Ta, $ 2,000.00 Accounts Payable.$ 3,000.00 
Accounts Rec...... 6,000.00 Notes Payable..... 1,950.00 
Merchandise. .... 5,000.00 Accrued Wages.... 750.00 
Notes Receivable... 1,000.00 Accrued Taxes... . 250.00 
Furniture and Fix.. 500.00 Accrued Interest... 50.00 
Mach. and Tools... 1,500.00 Res. for Depr. of 
sandina eee ca 1,000.00 Asse tsie, 3G ene 2,000.00 
Buildings aha etwas ye TARR 2,000.00 Net WortTH: 
A. M. Reichard, 
Capital: .v. 840/85, 500.00 
J. E. Nobis, 
Canital aeee 5,500.00 
$19,000.00 $19,000.00 


If an appraisal of the land places its value at $800.00, the 
following adjustment would be made: 


Res. for Depr. of Assets..........$200.00 
Landi ES one eae sony Crete $200.00 


If $600.00 due from customers finally proves uncollectible, 
there would be another adjustment: j 


Res. for Depr. of Assets..........$600.00 
Duedrom Customers... 2 $600.00 


If the merchandise is liquidated without loss, the reserve 
for depreciation of assets would show a credit balance of $1,200.00 
which would be divided equally between Reichard and Nobis and 
credited to their capital accounts. 

If, on the other hand, the merchandise should prove to be 
grossly overstated, entailing a loss of $1,600.00 in liquidation, 
thereby causing an additional debit of this amount to the reserve 
for depreciation of assets, this account will show a debit balance 
of $400.00. Since this results in a loss greater than was provided 
for by a reserve, the excess ($400.00) must be shared equally 
by the partners. Some might charge this to Good Will but this 
would be a questionable policy. There is simply an extraordinary | 
loss and it is better practice to adjust the partners’ capital 
accounts. 


Distribution of Profits and Losses. The second class of 
difficulties involved in partnership accounting as mentioned 
above are those which arise in connection with the distribution 
of profits and losses. Legally, in the absence of an agreement 
to the contrary, profits and losses are divided equally among 
_ the partners regardless of the amount of their investments In 
case of unequal investments, therefore, it is customary for the 
partners to stipulate in the partnership agreement that profits 
and losses are to be divided in proportion to the capital invested 
or on some other basis. 
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Interest on Capital. In some cases, it is desired to make 
the division of profits correspond to the ability and influence 
of the different members or to the amount of time which they 
devote in the conduct of the business rather than to the capital 
invested. In such cases, interest at an agreed rate is allowed 
on the capital invested or sometimes only on the amount invested 
above a certain sum in order to compensate the members 
in proportion to the amount invested. Sometimes, in stating 
how this interest shall be treated on the records, grievous ac- 
counting errors are made. For instance, it is sometimes stip- 
ulated in the case of two partners that interest shall be figured 
on the excess investment of the larger investor and credited to 
his account and debited to the account of the smaller investor. 


If Reichard and Nobis are partners, with an investment 
of $10,000.00 and $5,000.00 respectively, and it is agreed that 
Reichard is to receive credit at 6% for his excess investment, 
according to this plan Nobis will be charged $300.00 for the 
use of the $5,000.00 which is used in the conduct of the joint 
business of which Reichard will receive the benefit the same 
as Nobis if profits are shared equally. It is only necessary 
to assume that Davies, an outsider, instead of Reichard, loaned 
the money to the firm to see the correct procedure. In that 
case, the amount of the interest paid Davies would be charged 
to the Interest account, and be treated as a charge against 
profits of the firm, and the same procedure should be followed 
in case the $5,000.00 is contributed by Reichard as an addi- 
tional investment. If all of the partners are credited with 
interest on their investments, it should be considered as a 
distribution of profits and should be charged to Profit and Loss 
instead of Interest. Interest credited to a partner on his excess 
investment is in the nature of interest on borrowed capital 
and is a proper charge to the Interest account. In case the 
profit-sharing ratio is proportional to the capital investment, it 
is useless to provide for the allowance of interest on capital, as 
it would not affect the results in any way. 


Distribution of Profits as Salary. Sometimes the part- 
nership agreement provides for the payment of a certain per cent. 
of the net profits to one of the partners as a salary for his ser- 
vices. In this case, it is important to know whether by “net 
profits” is meant the profits after the salary is deducted or before 
it is deducted; that is, whether the salary is to be regarded as 
an expense of the business or a division of the profits. It makes 
considerable difference in the final results as to which interpre- 
tation is accepted. To illustrate: If Reichard and Nobis are 
engaged in a partnership business managed by Reichard with 
the agreement that Reichard is to receive 25% of the net profits 
as a salary, the remainder to be divided equally among the two 
partners and the profits before deducting Reichard’s salary are 
$30,000.00, the following solutions would illustrate the results 
under the different interpretations. 
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If the 25% allowance for salary is regarded as a distribution 
of the profits, the result would be as follows: 


A. M. Reichard, for salary, 25%....$ 7,500.00 


BO Ol 22,500.00 5. eto eae 11,250.00 $18,750.00 
J. E. Nobis, 50% of $22,500.00..... I 1,250.00 
$30,000.00 


If, on the other hand, Reichard’s salary is to be regarded 
as an operating expense, the $30,000.00 profits are not net but 
include his salary in addition to net profits. Since his salary 
is 25% of net profits, the $30,000.00 must be 125% of net pro- 
fits and the latter would equal to $24,000.00. The division 
would now be: 7 


A. M. Reichard, for salary. ........ $ 6,000.00 
RO iOl mod, OUG.OO aie sine tem clara 12,000.00 $18,000.00 
J. E. Nobis, 50% of $24,000.00..... 12,000.00 


$30,000.00 


It will be seen, therefore, that it is important that the agree- 
ment should specify clearly which method is to be followed. 


Distribution of Profits in Proportion to Investments. 
If the partnership agreement states that profits are to be divided 
in proportion to the investment and the investment does not re- 
main the same throughout the year, the question may arise 
as to whether in the figuring of profits the basis used should be 

1. The capital at the beginning of the period. 

2. The capital at the end of the period. 

3. The average capital during the period. 

The last would seem to be the most equitable. It is found 
by multiplying the capital invested by each partner by the 
number of days it remains unchanged, adding the totals which 
will be equal to his total investment for one day. When all are 
reduced to this basis, the profits can be distributed on the basis 
of the proportion of the different totals. 


Interest on Investment a Fixed Charge. In case the 
partnership agreement provides for the payment of interest 
on the investments of the partners, this interest should be recorded 
regardless of whether profits are made. This is treated as a 
fixed charge and must be debited to the Profit and Loss account. 


The Profit and Loss account is usually closed into the 
partners’ accounts at the end of the fiscal period. If there is a 
net gain, the amount is credited to the partners, and if there is 
a net loss the amount is charged to the partners. The gain or loss 
may be recorded in the partners’ capital or drawing accounts. 
Since it is supposed that drawings have been made against an- 
ticipated profits, the latter method is often employed. In either 
case, the balance of the drawing account is usually transferred 
to the capital accounts at the close of the fiscal period. 
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2. AUDITING THEORY 


Partnership Agreements. A partnership agreement in 
writing corresponds to the minute book of a corporation. As 
a corporation is bound by its by-laws, so are partners bound by 
their partnership agreement. 


The auditor should insist upon the partnership agreement 
being produced. It should be carefully read and notes taken 
with regard to any important matters relating to the finances, 
accounts, rights and liabilities of the individual partners. 


In the event there is no partnership agreement in writing 
or the agreement is lacking in matters of importance, the follow- 
ing general information should be secured if possible. 


1. The nature and scope of the business. 
2. The amount of the original capital. 


3. The agreement as to contribution of original capital. 


. Are partners permitted to make withdrawals from their 
investment? If so, to what extent? 


5. Upon what basis are profits to be distributed or losses 
shared? 


6. Are partners allowed a specified salary? If so, is such 
salary to be charged to expense before or after determining the 
profit or loss for the period? 


7. Are partners entitled to interest on the capital invested? 
If so, at what rate and on what basis is it to be calculated? 


8. In case of dissolution, how are profits or losses incident 
to realization and liquidation of assets and liabilities to be dis- 
tributed? 


9. Isthere an agreement that a scientific system of accounts 
should be kept, and is it provided that the accounts should be 
audited periodically by a professional accountant? 


10. Are there any special agreements with regard to any 
matters of importance not outlined above? 


After ascertaining all the important phases of the partnership 
agreement, the auditor should be able to detect any violation 
of the agreement, and should call each partner’s attention to the 
matter at once. Even though the auditor is employed by one of 
the partners, he must remain unbiased and neutral. Otherwise, 
in case of litigation, or in a suit for an accounting, the auditor 
may find himself in an embarrassing position. 
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3. PARTNERSHIP LAW 


Dr. Jackson, of England, in a paper read some years ago 
before the Chartered Accountants Students’ Societies of King- 
ston-upon-Hull, England, said: 


‘‘Next to the contract of marriage, the contract of part- 
nership is perhaps the most far-reaching legal contract; it 
requires the utmost good faith between the parties. It deals 
not only with the status of the firm created by the partnership 
agreement; it treats not only of the relationship of the parties 
among themselves and with the firm, but it introduces the 
various combinations of rights and obligations which may arise 
Reais the firm or its respective partners and the world at 
arge.’ 


Partnership is the relation between two or more persons in 
which they have united their capital, labor, skill, or experience 
in the prosecution of a business, as principals, for their mutual 
benefit. 


A partnership may be formed by any of three methods: 
(a) Oral contract. 
(b) Written contract. 
(c) Implication, or implied contract. 


A partnership which is to be terminated within a year may 
be formed by an oral contract, but if it is to run longer than a 
year, the Statute of Frauds requires that the contract be in 
writing or that there be written evidence of a contract. Un- 
doubtedly, there should be a written contract in all cases of 
partnership agreement. It will avoid possible misunderstanding 
and will enable the partners to know at any time just what their 
rights are as against each other. In case of death of one of the 
partners, there can be no doubt as to the understanding between 
partners. 


Articles of Copartnership. Written agreements that 
form a partnership are known as Articles of Copartnership and 
should include among other things the following: 


(a) Name of the firm. 

(b) Nature of the business. 

(c) Location of the business. 

(d) Names of the partners. 

(e) Investment of each partner. 

(f) Duties of the partners. 

(g) Division of profits and losses. 
(h) Division of assets in dissolution. 


Essential Elements. From the preceding definition, 
we may deduce certain essential elements of every partnership 
agreement. 


PARTNERSHIP ACCOUNTING 13 


(a) There must be an evident intent to enter into a 
partnership agreement. This may be manifested by a 
contract or agreement, either expressed or implied, written or 
oral, which establishes a legal relationship between partners. 


(b) Only persons competent to contract may enter 
into a partnership agreement. 


(c) The partners must agree to contribute a common 
fund, property, skill, or services for a business to be owned 
in common. 


(d) There must be a community of control in which 
each partner is authorized to act for the other or others. 


(e) The business for which the partnership is or- 
ganized must be a lawful enterprise, otherwise the agree- 
ment would be unenforceable. 


(f) The partners must agree to divide the profits 
and share the losses. This is sometimes implied. In the 
absence of an agreement, it is understood that the profits 
and losses are to be divided equally. 


Classes of Partnerships. Partnership organizations may 
be classified as general, implied, or limited. 


Implied Partnership. When the acts and language of 
two or more parties establish the presumption of a partnership 
regardless of the relations between the parties, they are liable 
to third parties as partners. 


Limited Partnership. While the law regulating limited 
partnership varies in the different states, the following are the 
principal features: 


(a) One or more of the partners are known as special 
partners. These special partners contribute to the capital, 
but are not liable for debts of the firm beyond the amount 
contributed. 


(b) Limited partnerships are required to publish the 
names of all partners, length and nature of the partnership, 
and the amount invested by both general and special 
partners. 


(c) Special partners have no voice in the conduct of the 
business. They may examine the condition of the business 
from time to time, but if they interfere in the management 
or enter into firm transactions, they become liable as general 
partners. 


(d) Special partners are prohibited from withdrawing 
their capital in the form of dividends, profits, loans, or 
salaries, but they may assign their interest without the 
consent of the general partners. 
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General Partnership. Ina general partnership, the mem- 
bers associate together in conducting the business. They are liable 
in common for firm debts. General partners cannot assign 
their interests without the consent of the other members. Every 
partner is an agent of the partnership in carrying on the ordi- 
nary affairs of the business. 


Secret Partner. A secret partner (sometimes called a 
dormant or sleeping partner) is one who contributes in the 
general management and shares in the profits. He is liable 
equally with the other partners, but as he is not known to the 
public he often escapes liability. 


Silent Partner. A silent partner takes no active part in 
the business and he usually does not announce his connection 
with the firm. He may share in the profits and is liable for the 
firm debts just as are the general partners. 


Nominal Partner. A nominal partner is one who allows 
his name to be used or to appear as that of a partner. He has 
no share in the profits, but is liable with the other partners 
for firm debts. 

Ostensible Partner. An ostensible partner is one who 
appears to the public, or is held forth as a partner, though, in 
reality he has not contributed to the capital nor does not share 
in the profits. He may be held liable for firm debts. 


4. AUDITING PRACTICE 
J. M. Patterson and J. L. Terbush, Certified Public Ac- 


countants, are engaged to make an audit of the accounts of the 
firm of McMahan, Olds & Company for the fiscal period ending 
June 30, 1920, and are to make a report showing the results 
of the year’s operation, including the proper adjustment of 
the accounts at the time of the partnership organization, and 
a Balance Sheet after final adjustments are made. 


Preliminary information shows that McMahan, Olds & 
Company is a partnership organized one year previous, on 
July 1, 1919. At that time the partnership, which had been 
conducted by R. G. McMahan and L. B. Olds, decided to admit 
M.S. Cole as a partner. The partnership agreement showed 
the following facts: 

Cole was to contribute $30,000.00 and was to be entitled 
to one-third of the profits for one year. 

Before making the contribution, the following changes were 
to be made on the books of McMahan and Olds: 

(a) Book value of the store to be written down 5%. 

(b) Allowance for doubtful accounts to be set up, 
amounting to 2%. 

(c) Merchandise to be revalued at $35,000.00. 

(d) Furniture and Fixtures to be revalued at $2,500.00. 
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At the end of the year, the amount of good will is to be 
fixed at three times the net profits in excess of $20,000.00, this 
good will to be set up on the books, the corresponding credit 
being to McMahan and Olds equally. 

After the good will is determined at the end of the year, 
Cole was to contribute enough cash so that his capital account 
would equal just one-third of the total capital. 

McMahan, Olds and Cole are each entitled to draw $3,000.00 
in cash, the remaining profits to be carried to their capital 
accounts. 

On June 30, 1919, the Balance Sheet* of McMahan and Olds 
exhibited the following financial condition: 


McMAHAN & OLDS 
Balance Sheet, June 30, 1919 


ASSETS LIABILITIES 
ESCO Pe tani west) hut: $15,000.00 Accounts Payable. $10,000.00 
Accts. Receivable.. 12,000.00 Bills Pavabieyaeie, 5,000.00 
CAST Oe hirer e reat: 9,000.00 Nie Wow: 
Bur and Bix! ec 2,800.00 RGM M f 
Merchandise.. es Te OOU.00 . Cant am Smeg Ba verarnite 
Misc. Equipment.. 4,200.00 heise lates ‘ ’ 
Geotta lie cosecr 35,000.00 
$80,000.00 $80,000.00 


The audit showed that the following transactions were 
consummated during the course of the year: 


Merchandise bought on credit............ $240,000.00 
RB ASTIBM LLC CHIAGCS Oi Oh arte tih Ce eee Ns. Al dod ase! 25,000.00 
SPASTIC me LITERS EVGot Thtetite vecie aed .. 125,000.00 
MBEKI Le EG ed tere Ua ahs cE se ehalete. acs ysis 175,000.00 
Accounts payable paid (face $245,000.00, 

CSO Olin tise ernCeNn cr aii wial ates iy es, ten 240,100.00 


Accounts receivable collected (face $170, 
000.00, all net except $50,000.00 on 
which 2 per cent. discount was allowed) 169,000.00 


Buying expenses, paid cash............... I ,500.00 
Selling expenses, paid cash............... 21,000.00 
Delivery expenses, paid cash.............. 9,000.00 
Management expenses, paid cash.......... 4,500.00 
Miscellaneous expense, paid cash.......... 3,000.00 
Interest on notes payable, paid cash....... 250.00 


Partners each withdrew cash per agreement 3,000.00 


*This engagement does not comprehend an audit of the Balance Sheet 
of McMahan and Olds as of June 30, 1919. It covers the period beginning 
July 1, 1919, and ending June 30, 1920. Therefore, the accounts as shown 
are as submitted by the clients. 
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The following additional information was secured and agreed 
upon: 


Inventory of merchandise, June 30, 1920... $60,000.00 


Depreciation on store;.y- nee eee een 285.00 
Allowance for doubtful accounts.......... 165.00 
Furniture and fixtures to be written down.... 200.00 


You may assume that you are employed by Patterson and 
Terbush, Certified Public Accountants. The preceding infor- 
mation is. taken from the working papers prepared by the account- 
ants at the office of the client. You are instructed to prepare 
a report from the information given, your report to consist of 
the following: 


(1) Correcting entry necessary to correctly state 
the accounts at the beginning of the period, July 1, 1919. 


(2) Adjusting entries incident to the preparation of a 
financial statement, at June 30, 1920. 


(3) AStatement of Profit and Loss as at June 30, 1920. 
(4) A Balance Sheet as at June 30, 1920. 
(5) Closing journal entries. 


(6) An auditor’s certificate to be qualified on account 
of the fact that the inventory was not taken under your 
supervision but stating that you tested it and found it to 
be correct as tested. 


(7) Comments with suggestions as to improving the 
system of accounts in use. You may assume that the books 
of account are poorly planned and improperly kept. A 
satisfactory internal check is not maintained. 


A. THEORY QUESTIONS 


1. Wherein do the books of a copartnership differ from 
those of a corporation in the same line of business? 


Ci PrAl kx 


2. What distinction, if any, would you make as to sal- 
aries and drawings of the partners in a partnership concern 
as affecting profit and loss? | ME ALN 


3. In case you were consulted by prospective partners 
regarding the terms of a partnership agreement, what points 
would you recommend for incorporating in such agreement? 


C. P. A. Ex. 


4. In an equal partnership with three partners, one was 
unable to meet his share of the investment with cash and gave 
his note drawing interest for part. When he paid the interest, 
the bookkeeper credited each of the other partners for one-half 
of the same. He objected and the matter is referred to you at 
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the time of the audit. He claims it should have been credited 
to Interest account and thus have been divided between all 
three. Write your decision and reasons therefor. 

(Cs Re GA dO a 


5. A and B are in partnership, A receiving two-thirds 
and B one-third of the profits. On November 30, 1919, the 
Profit and Loss account (after charging interest on net capital 
as at end of fiscal period at 5 per cent.) showed a profit of 
$6,000.00. On the first of December, 1918, the start of the year 
under audit, A had a capital of $10,000.00 in his business and 
during the year drew out $4,500.00. B on the same date had a 
capital of $8,000.00 and during the year drew out $1,000.00. 


Make up the two capital accounts as they should appear 
on November 30, 1919. | Get Ena Lex 


B. LEGAL QUESTIONS 


I. Define partnership. State five essential elements of 


partnership. oD er awe ah 
2. What is the difference between an ordinary partnership 
and a limited partnership? Cais Ix: 
3. Who is a nominal, a secret, a dormant, or an ostensible 
partner? Orn ex 
4. To what extent may the acts of one partner bind the 
other partner? CAPA AVISS: 
5. Is the individual property of a copartner liable for 
a copartner’s debts? Capa Aes. 
6. Is contribution to the capital of a business necessary 
to constitute one a partner in same? Explain. GebeAv is. 


7. A, who is engaged in carrying on a mercantile business, 
borrows money of B and promises the latter a compensation 
for its use equal to 10% of the enterprise. Is B liable as A’s 
partner for the debts of the business? Ogee AEX, 


8. A, B and C respectively contribute ten, eight and six 
thousand dollars to the capital of a partnership. How should 
the resulting losses and gains be distributed in the absence of 
any agreement as to their distribution? 

Inst. Ex. 


Cc. ACCOUNTING PROBLEMS 


1. Smith, Hill and Davis form a partnership under an 
agreement that Smith is to havea salary of $200.00, Hill $150.00, 
and Davis $100.00 a month respectively. The profits are to be 
divided in proportion to the amount of business secured by each 
partner. The partners are to be individually responsible for 
any direct losses arising from their own business. 


They are in business nine months, at the end of which 
their books show the following: 
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Smith's sales oS 4a re A Vinene neonate Crete: $5,310.00 
Hal's sales wang eo aed a eae ee 3,100.00 
Davis. sales vate, Aaa nan tia se a ke een eau 3,200.00 
Net OFOn ts. cut.) 4 eo nba pen enna Renee 2,468.50 


They then decide to rescind the salary agreement, treating 
any salary drawn as an advance, but otherwise to divide the 
profits according to the original arrangement. 


You find errors during the nine months’ period, namely: 


Office furniture, charged to operation........ $ 65.00 
Fund lent by Davis, credited to his salary 
ACCOUNT did adaeraicatsrai ties otal orca yak ta hetenatene 400.00 
and open items not entered on the books as follows | 
Smith ssalany (nin to Ones we ce we eye $200.00 
Hillsisalaryshinth month eee ee eae 150.00 
ACvertising sehen wick ce imitans ty cle guia tena lente 27.50 
Clerk Hiren aru nine kea cocci eects aaa 130.00 
Telephones). ie iene erie ae te oe a nn 6.00 
Ren te haha yA Dar CEEOL Rae rea Tt 50.00 
StAtON ey ek cal hte ee ne eG Le cepa Me 15.00 
Accounts receivable, Smith’s business, un- 
Collectible ios CGR ave ne ACVas ht hike aie een 210.00 


and that the sales represent a gross profit of 100% over cost 
of merchandise. 


Set up the journal entries necessary to readjust the accounts. 
Prepare a correct Statement of Profit and Loss and a statement 
showing the distribution of the profits. Inst. Ex. 


(Note. The salaries paid to partners should have been charged, accord- 
ing to the original agreement, to Profit and Loss. It is evident, however, 
from the information given, that the salaries have not been charged to Profit 
and Loss. The net profits of $2,468.50 must have resulted from the following: 


Gross ‘Profit on Salesa...ie\.ctase cakes cco $5,805 .00 
Deduct: 

Expenses of Operation............... $3,271.50 

Furniture charged to Operation....... 65.00 3,336.50 
HINGE Pronts a nye a Cie en eae $2,468 .50 


Since the salary agreement has been rescinded, and all salaries drawn 
are to be considered advances, it is not necessary to make an adjusting entry. 
The fact that Davis’ salary for the ninth month has been set up while the 
other partners’ salaries have not been set up, indicates that the entries were 
made when the salaries were drawn; hence the salary accounts can be con- 
sidered as drawing accounts. Since ‘Smith and Hill have made no -drawings 
during the ninth month no entry is necessary.) 


2. A and B, each carrying on a similar business, agree to 
form a partnership, the new firm to take over the assets and 
assume the liabilities of each. The following Trial Balances 
representing the book accounts were presented: 
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A 

EE WaT eg OM ee 1 ae SI I a $40,000.00 
Machinery and Fixtures. fe $30,000.00 
EOE RNS, 209 8) ee 2,000.00 
PilleVINeCELVEDIOM Hoe el beter uc: 5,000.00 
PCcounts Wecewva DIEM sb. ie, 4st. 2.) 30,000.00 
Inventory Merchandise.............. 25,000.00 
Ny CORN er Wisc? Sunlaird ee ALC kira.) 7,000.00 
eR MP IR. ra sees leg aha pele 250.00 
PON TIS EUR cen ge thes RN NY ole | 10,000.00 
PHC Sis ate ev OPIN EE WR 10,000.00 
Merchandise Account: ....... 060.04. 40,000.00 
PRCOOUOT Ser A MADI Cs. funtiso tuy atlite. herd 20,000.00 
RSE PPC ALLE Ie da Oa ng A Wee tt 250.00 

$110,250.00 $110,250.00 

7 B 

OA UIC ROM Ae eens Pere! st a Oe Gi nk $50,000.00 
Machinery and Fixtures............. $30,000.00 
EET ste Ene AOE DE te nee eo ee 4,000.00 
BillsiReceivablesw. ets sae. eee ce fs 2: 85000.00 
Accounts ecetvapley wi.) 28. avis, /.)4.0,000.00 
Wry or Ab ri Ue CERO ae A 9,000.00 
WV ACESEOIIG Mii cc reUne Pata Oia aie cs 500.00 
PREN ETAL ES DENSC an Tere unc a hue a 15,000.00 
Tlisi Payables ye mk ecm UN 15,000.00 
WIEICHANCIsgHACCOUN Us: actus ats ashi ss 50,000.00 
PV CLOR rae re Ys ae Lud iy 32,000.00 
Bee PRIME ACCOUN E ae eit ail y seek coisa teed) 2,500.00 
CC OURS aa Var eia i Ne nhs ch. ght s: 25,000.00 


$140,500.00 $140,500.00 


Formulate opening entry for the new firm. Each partner 
is to draw half the profits. A profit of $30,000.00 is made dur- 
ing the first year. Set up journal entry to divide the profit be- 
tween the partners. CO PEAL Ex: 


3. A. Wells, a manufacturer of novelties, is joined by I. 
M. Anxious in partnership upon the following terms: 


A. Wells is to receive a monthly salary of $100.00 for the 
first year, which shall be a first charge upon the profit after 
providing for the usual business expenses and before reckoning 
3% upon the partner’s capital. In the event of such profit 
during the first year, or any subsequent year, not exceeding 
6% of the total capital (after payment of the salary), this 
salary shall be reduced to $75.00 per month the following year, 
and remain so until the yearly profit advances to more than 6%, 
when such salary shall return to $100.00, commencing the year 
succeeding the one showing the required increase of profit. 
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Should the profit in any one year amount to more than 10% 
upon capital, A. Wells shall be entitled (in addition to the salary 
he has received for that year) to a bonus of 3344% upon any 
sum in excess up to $1,500.00 and 25% upon any further excess, 
and this bonus shall be a charge against profit, before allotting 
the interest at 3% upon capital. Any profit then remaining 
shall be divided equally. From the following particulars, con- 
struct separate .capital accounts for partners for five years, 
starting capital: 


A. Wells, $6,000.00, I. M. Anxious, $5,000.00. 
Profit before deducting salary, interest or bonus: 


TSteyea te Wier ha ee Road nr eoe eeee ie Larne are $1,750.00 
ZAGR st hae eI Leanne WOR onc abe Se SPR. Gh Sieg OE 4, 
SCLVeAT AL tite Mee cor ciate tye Cia a tr ae nia i 4,250.00 
BER iVOa Ts Nae ska cai etc ete aie a 5,000.00 
B Lan OATH ei aks alu eae len aoe na 5,500.00 


No drawing on account. Distribution of profits when as- 
certained. Cake AwEx: 


(Note. To solve this problem, use a sheet of ledger paper. Open 
accounts allowing a full page for each partner. Close the accounts at the 
end of each year and bring down the partners’ present capital. The problem 
states that the salary is paid monthly. At the end of the year, under the 
conditions stated, A. Wells may also receive a bonus. You may assume 
that both the salary and bonus were paid in cash. The interest on the invest- 
ment and the net profits should be credited to the partners’ capital accounts.) 


4. In making an audit of the books of the partnership of 
A and B, you find that the agreed division of profits was to 
be on the basis of the capitals and of the time they were left 
in the business. 


The books show as follows: A’s account, paid in January I, 
$6,000.00; March 1, $2,000.00; June 1, $4,000.00; November 1, 
$1,000.00; withdrew, April 1, $3,000.00; October 1, $2,000.00. 


B’s account, paid in January 1, $4,000.00; February 1, 
$1,000.00; August I, $3,000.00; withdrew, May 1, $2,000.00; 
December 1, $1,000.00. 


Prepare statements showing method of arriving at correct 
profit distribution. (CoP x: 


Unit Eighteen 


PARTNERSHIP ACCOUNTING 
1. ACCOUNTING THEORY 


Partnership Dissolution. As was shown in the preceding 
discussion of partnership accounting, the principal work of the 
public accountant is in connection with the organization, the 
distribution of the profits and losses, and the dissolution of 
the partnership. 

At the time of dissolution, profits and losses must be prop- 
erly divided between partners. The remaining assets, after all 
outstanding obligations or liabilities have been liquidated, must 
also be properly divided between the partners. 


Distribution of Profits and Losses. The profits and 
losses may be of two classes—those resulting from operations 
and those resulting from dissolution. However, there is no 
difference in the basis of the distribution. All profits and 
losses are to be shared in accordance with the partnership 
agreement. In the absence of any agreement, either oral or 
written, they must be shared equally. 


Distribution of Assets. After the operating profits or 
losses have been properly distributed, the usual procedure is 
to convert the assets into cash (this is known as realization of 
assets) and to pay all obligations to outside creditors. (This 
is known as liquidating liabilities.) After liabilities to outside 
creditors have been liquidated, any liabilities to individual 
partners should be liquidated. For instance, if a partner has 
loaned a sum of money to the firm and accepted the firm’s 
note, he is entitled to a settlement after outside creditors are 
satisfied and before distribution of the remaining assets to part- 
ners. 

The net assets, usually in the form of cash, must be dis- 
tributed to partners on the basis of their net investments at 
time of distribution. In other words, the partners are entitled 
to withdraw the net capital as shown by their respective capital 
accounts after all adjustments have been made provided there 
are sufficient assets. Of course, if an agreement exists as to 
the distribution of profits, the distribution must be made in 
- accordance with the agreement. 


Liquidating Dividends. Usually the process of real- 
ization of assets and liquidation of dividends extends over a 
long period of time, and it is not infrequent that the partners 
may desire to make a partial distribution of assets before all 
have been realized upon. Such a partial distribution is known 
as a liquidating dividend. 


Copyright 1922, South-Western Publishing Co. 
ZI 
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The difficulty in distributing a part of the assets before 
realization of assets and liquidation of liabilities have been 
entirely completed, lies in the danger of overpaying certain 
partners. If the one in charge of the liquidation should over- 
pay a partner, and the overpayment cannot be recovered, he 
may be held liable to the other partners for the amount of the 
loss incurred. Such an overpayment may easily occur when the 
profit and loss sharing ratio is different from the capital sharing 
ratio and large and unexpected losses occur in the process of 
realization and liquidation. 


To illustrate: Assume that the following represents the 
Balance Sheet of the A, B, C Company, which is being liqui- 
dated by H: 

Balance Sheet 


ASSETS LIABILITIES 
Casi in al es eT $1000. GOs | Grecitors hig uae $20,000.00 
AccountsiRee i, 15,000.00 
Merchandise........ 29,000.00 | NET WorTH: 
Ca pita lena 5,000.00 
(Bi Capital gta 10,000.00 
(Ca pitaivemeeee 10,000.00 
$45,000.00 $45,000.00 


A has been in active charge of the business and, as a con- 
sequence, the partnership agreement provides that profits and 
losses are to be shared equally. H receives $34,000.00 from 
the sale of merchandise and collects $5,000.00 of the accounts 
receivable. It will be seen that he realized a profit of $5,000.00 
on the sale of merchandise. The cash balance is increased to 
¢€40,000.00. The profit is distributed equally among the part- 
ners and the liabilities are liquidated. The remainder, $15,000.00, 
is distributed to the partners on the ratio of their investment. 
(This is known as a liquidating dividend.) The condition of the 
firm would then be as follows: 


Balance Sheet 


ASSETS LIABILITIES 
Accounts Rec..... $10,000.00 | NET WorTH: 
AcCapital tue $ 2,000.00 
B Capital aiees 4,000.00 
Ci Capital faa, 4,000.00 
$10,000.00 | $10,000.00 


If it should now be determined that $9,000.00 of the ac- 
counts receivable amounting to $10,000.00 are uncollectible and 
worthless, the loss must be shared equally in accordance with 
the agreement, therefore, 14 or $3,000.00 of this loss would be 
chargeable to A. His account would then show a debit of 
$1,000.00. H must collect this sum from A before he can return 
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the investment of B and C. If this amount is later found to 
be uncollectible, H would be liable to B and C for the loss 
sustained. 


In order to avoid such a result as the above, Hatfield and 
Walton suggest that the first liquidating dividends be paid 
not on the basis of the investment of the different partners, 
but so as to reduce their investment accounts to the same 
ratio as their profit or loss sharing ratio. After this equilibrium 
is once attained, future losses and liquidating dividends will 
be shared on the same basis, therefore, there would be no danger 
of an overpayment. As to whether the court would uphold 
such a plan if any of the partners objected to it is very doubtful. 


If objection to this method of distribution is made, the 
liquidator could either refuse to make any partial payments 
at all until all assets have been converted into cash and all 
liabilities liquidated, when a final settlement could be made 
and each partner could then be permitted to withdraw his net 
capital, provided there were sufficient assets. The liquidator, 
in some instances, can make a partial dividend of the cash on 
hand on the basis of the proportionate capital provided he 
reserves enough cash to secure himself from any contingency 
- arising from an unexpected loss in the realization of remaining 
assets. 


2. PARTNERSHIP LAW 


Contractual Agreement 
Mutual A t 
1. By Acts of Partners SERA Th Ln 


Sale or Assignment 


Death 


of firm 
of a partner 


Partnership 


Dissolition V2! By Operation of Law ; Bankruptcy 


War 


Misconduct 

Fraud 
Breach of Contract 
Insanity 

| Imprisonment 


Dissolution. A partnership is formed by contract. It 
may be terminated in a similar manner. If in the original, or 
in a subsequent agreement, it was agreed that the partnership 
be dissolved at a certain time, the dissolution is said to be “by 
agreement,” or “‘by acts of the partners.’’ There is nothing 
to prevent a dissolution of a partnership at any time previous 
to time of agreed dissolution. One cannot be compelled to 
remain a partner against his wishes. A court may decree dis- 
solution of a partnership. Misconduct, fraud, bad faith, breach 
of partnership contract, incapacity of a partner due to insanity, 
imprisonment, etc., are all common causes for dissolution “by 
decree of court.” 


3. By Decree of Court 
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Liability of Withdrawing Partner. If a partner with- 
draws before termination of the partnership in accordance with 
the agreement and without the mutual consent of-all the part- 
ners, he may be held liable to them for any losses they may 
sustain due to his withdrawal. If the partnership was not 
formed for a specific length of time, or was not limited to the 
accomplishment of a certain purpose for which it was formed, 
the withdrawing partner cannot be held liable for damages 
sustained by other partners on account of his withdrawal. 


Liability to Creditors. Notice of withdrawal or retire- 
ment should be given to all persons who have had dealings with 
the firm, and to the public at large, by the partner who is with- 
drawing. This will enable him to avoid liability to creditors 
who may extend credit to the partnership thinking he is still a 
partner. He cannot escape liability for obligations contracted 
while he was a partner, but by properly announcing his with- 
drawal, he may escape liability for the future obligations of 
the firm. 


In case creditors secure a judgment against the firm, exe- 
cutions may be levied either on the firm property or on the 
separate property of any one of the partners. In other words, 
the creditors may take judgment against any or all the partners 
and may collect claims out of the firm’s assets or from the prop- 
erty owned by any one or more of the partners. The partners 
will have to adjust the matter between themselves afterward 
as best they can. This indicates the importance of the use of 
proper care in associating one’s self in a partnership with others. 
A partner’s personal estate though not invested in the partner- 
ship is subject to assessment in case the firm assets are not 
sufficient to pay the obligation. A partner is also liable for 
any damages that may result from fraud, torts, or other acts 
of his partners. However, a partner usually will not be held 
criminally liable for the acts of his partners. 


Division of Profits and Losses. Profits and losses from 
operations previous to dissolution are shared in accordance 
with the partnership agreement. In the absence of an agreement, 
they are shared equally. Profits and losses incident to dissolution 
are shared on the same basis, unless otherwise specified. 


Division of Assets. In the absence of any agreement, the 
amount of each partner’s investment is returned to him in full 
upon dissolution of the partnership, provided there are sufficient 
assets. If there are not sufficient assets to return the invest- 
ments of the partners, there is said to be a capital loss. 


In the event there is no agreement to the contrary, profits and 
losses are shared equally, while the proceeds of the liquidation are 
bistributed on the basis of the investment. 


Loan of Partner. If a partner has made a loan to the 
firm, it is important that this be shown so that it can be easily 
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proven in case of liquidation. According to law, the outside 
creditors are first paid from the proceeds of the liquidation, 
then the loans to partners, and finally the remainder is dis- 
tributed among the partners. It will be seen, therefore, that 
in case of a loan, the partner will be recompensed before 
the other partners receive any of their investment. It may 
make considerable difference, therefore, as to whether addi- 
sae money put into the business is to be an investment or 
a loan. 


3. ACCOUNTING PRACTICE 


The problems appearing in the various state C. P. A. 
Examinations and in the examinations held by the American 
Institute of Accountants are a fair indication of the kind of 
problems encountered by an accountant in public practice. 
Many of these problems relate to partnership dissolution. 


Proposition A 


The following problem taken from a recent C. P. A. Exam- 
ination is an example of one of the most common classes of prob- 
lems relating to partnership dissolution. 


“The following Trial Balance is taken from the books of a 
partnership in which profits and losses are shared equally: 


Building and Equipment..... $10,000.00 
Merchandise Inventory....... 8,000.00 
Accounts Receivable......... 5,000.00 
Pronteand ocean milan. Sih 7,700.00 
NE TA METIY apes foc a a tel oa! 3,000.00 
Ber wile eee feta ce aatsteieis, WL. 5004 00 
RU ACOMAN Get eee hehe ad seit e158 2,000.00 
PARA DIC Caen vie ooh ede $15,000.00 
HPC AD Lal eee teint oa era 10,000.00 
RSA TS main ae sy Gara le 6,000.00 
Accounts Payable... .s 3.04...’ 7,000.00 


$38,000.00 $38,000.00 


The firm decided to sell the business and dissolve the 
partnership, and procured a purchaser who offered the sum of 
$12,000.00 for the business, including the good will. The offer 
was ultimately accepted on the understanding that the purchaser 
would assume all existing liabilities, which he agreed to do, 
and the sale was forthwith consummated. 


Draft journal entries incident to the sale of the business 
and dissolution of the partnership and construct ledger accounts 
showing the settlement of the partnership.” 
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Solution 


It will be noted that the partnership agreement provides for 
equal distribution of profits and losses. Nothing is said about 
distribution of the cash received from the sale of the entire 
business, hence, this must be distributed on the basis of the 
partners’ investments. 


The transaction incident to the sale of the business may be 
set up in journal form, it simply being necessary to debit the 
proper accounts for the liabilities assumed by the purchaser, 
the cash received, the loss sustained, and to credit the proper 
accounts for the assets parted with. 


Accounts Payable hice gee. $ 7,000.00 

Cashul tie iUNd ec acta eile Giematans 12,000.00 

Profit ands Loess saei.u eee ee 4,000.00 
Buildings and Equipment, $10,000.00 
Merchandise Inventory.... ~ 8,000.00 
Accounts Receivable...... 5,000.00 


Sold the entire business, in- 
cluding good will. It is agreed 
that the purchaser will assume 
all existing liabilities. 


Analysis of the Profit and Loss account now shows an 
operating loss of $7,700.00 and a liquidating loss of $4,000.00. 
Operating losses are to be shared equally, but nothing is said 
about liquidating losses, hence they must be shared on _ the 
same basis as operating losses. 


AT ra wri ons) oka Gen ay ee i al $ 3,900.00 
Bil rawin gaia een 3,900.00 
CAD Pa win ok Aenean Moana cian 3,900.00 
Profitiand ieose) (ue ee $11,700.00 


To charge the net loss into 
the partners’ drawing accounts, 
each partner sharing the profits 
or losses equally, as per partner- 
ship agreement. 


It is now necessary to close each partner’s drawing account 
into his capital account. 


AUC L Cates CA ap Ae Rt Sa ian pea $ 6,900.00 

Ba@anital vee se wire har eon. 5,400.00 

C'Capitalt wagons ban rene Reg, sae 6,700.00 
AMID ra wing aw eis sae iykien $6,900.00 
B Drawing. ..2... A BAU SILT a. 5,400.00 
CLITAWIDON Linus Mel tenet 6,700.00 


To close partners’ drawing 
accounts into their respective 
capital accounts. 
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After posting the above entries, the capital accounts of 
the partners will appear as follows: 


A Capital B Capital C Capital 


$6,900.00] $15,000.00 $5,400.00] $10,000.00 $6,700.00|$6,000.00 


Analysis of the partners’ capital accounts now reveals 
that C’s withdrawals plus his share of the losses amount to more 
than his investment, consequently he is indebted to A and B 
for the excess amounting to $700.00. If C is solvent, he must 
pay back this sum in cash. 


CED ICG IN Sie creed sets $700.00 
In dissolving the partnership 

it was found that C had over- 

drawn his account, and it was 

necessary that he pay back the 

sum of $700.00, which he did. 


C’s capital account is now in balance. The cash balance 
amounts to $12,700.00. This sum must be divided between 
A and B in accordance with their net investments at this time. 


plea pital aremowm rir nents) O, 100,00 
peter ita lee etn te tes. 000 100 
CAG ee eran ah es 65 $12,700.00 


A and B withdrew an 
amount equal to the balance of 
their capital accounts, thereby 
completing the dissolution of the 
business. 


If C had been insolvent,and it was found impossible to 
collect from him the excess withdrawal of $700.00, the loss 
should be shared by A and B equally as per partnership agree- 
ment. 

Mtgobig te tale tte CIs es ae ate gie © Ree $700.00 

CrCoitalpeanes tute sa ia oe $700.00 
To set up loss resulting from 
insolvency of C. 


A CPA Dita ihe aoe dente ree el, $350.00 
| 504, e240) ell Garni Cad Weg CR) She 350.00 
Pront anc L0ss ata. ¢ $700.00 


To distribute loss resulting 
from C’s insolvency, A and B 
sharing equally. 


After adjusting the loss of $700.00, A’s net investment 
will be found to be $7,750.00 and B’s $4,250.00. The net cash 
-amounting to $12,000.00 would have to be distributed to A 
and B on the basis of their net investments. 
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AiGapital evs geaean ees $7,750.00 
B Capital recs oe ogre eee 4,250.00 
Cash ie Be a8 S ha $12,000.00 


To distribute the remaining 

cash balance of $12,000.00 be- 

tween A and B on the basis of 

their present investments; A’s 

present investment being 31/48 

and B’s 17 /48 of the total invest- 

ment. 

The one in charge of the dissolution could not be held 
responsible for the loss due to C’s overdrawing his account, 
because it was not in the form of an overpayment of a liqui- 
dating dividend. The loss was due to the fact that C was per- 
mitted to withdraw a sum out of proportion to his investment, 
and when the operating loss and loss incident to the sale of the 
business was charged to his drawing account, the total was 
greater than his investment. 


Proposition B 


The following problem, taken from a recent examination 
held by the American Institute of Accountants, is given to 
demonstrate the accounting in connection with a series of 
liquidating dividends. 

“The capital of a partnership is contributed as follows: 


Be ee a ens eshte ne Ee a $90,000.00 
Bee aieticicacen ae ied Clg CO nU ieee eee 45,000.00 
OBPENA oh eee HABA) Ud 47k Veolia os 15,000.00 


A’s salary is $5,000.00, B’s, $3,000.00, and C’s, $2,000.00 
per year. 

At the end of the first year’s business, C dies, automatic- 
ally bringing about dissolution. The books are closed and the 
net assets of the business are shown to be $152,500.00. A and 
B liquidate the affairs of the partnership and distribute the 
remaining assets as follows: 


First liquidating dividend......... $42,410.20 
Second liquidating dividend....... 74,622.30 
Final liquidating dividend........ 31,967.50 


The partnership agreement provided for profit-sharing on 
a basis of 50% to A, 30% to B, and 20% to C. 


Set up journal entries showing distribution of profits and 
losses and distribution of liquidating dividends. Show partners’ 
accounts after liquidation has been completed and accounts 
closed.” 


Solution 


Operating Losses. The book value of assets is shown 
to be $152,500.00, while the partners’ capital accounts show 
that capital amounting to $150,000.00 has been contributed. 
Salaries due partners amount to $10,000.00. It is evident, 
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therefore, that there has been an operating loss of $7,500.00 
sustained during the year. This must be divided among the 
partners according to agreement. (It is assumed that each 
partner’s salary has been credited to his capital account.) 


ACAD tae ee thai a ee kod ares oe $3,750.00 
Dai Cale Woe ca tk <5 ss 2,250.00 
WPRORE TEDL Dra ties Os, ek ek een 1,500.00 
Brant ane Oss tore te oe $7,500.00 


Net loss amounting to $7, 

500.00 distributed as per agree- 

ment; A, 50%; B, 30%; and 

C, 20%. 

First Liquidating Dividend. While the problem gives 
sufficient information to enable the liquidator to determine the 
total result from realization of assets, it is assumed that at the 
time of the first liquidating dividend this total result was not 
known, hence it could not be proportioned among the partners. 
It is customary to charge off all losses before distributing the 
net assets, but there is no way by which the amount of the 
loss sustained at the time of the first liquidating dividend can 
be determined, hence no adjustments can be made. 

The liquidator desiring to protect himself from risk of over- 
paying any of the partners desires to distribute this dividend in 
such a manner as to reduce the capital sharing ratio of the 
partners to the same basis of the profit and loss sharing ratio. 

Reference to the Working Sheet, illustrated on page 31, 
will show that the approximate ratio of the partners’ net 
investment to the total net capital is A, 60%; B, 30%; and C, 
10%; while the partners’ agreement was that profits and losses 
were to be shared on a basis of A, 50%; B, 30%; and C, 20%. 

After this first liquidating dividend of $42,410.20 is dis- 
tributed, the remaining net capital will be $110,089.80. A’s 
capital can safely be paid down to $55,044.90, which is 50% of 
the remaining assets. It will readily be seen that if all the 
remaining assets proved worthless, A’s share of the loss would 
be 50%, or $55,044.90, which would be just equal to the amount 
of his net investment after the first dividend is distributed. 
In other words, it will be seen that it will be safe to pay A the sum 
of $36,205.10. 

B’s capital can safely be paid down to $33,026.94, which 
is 30% of the remaining assets. In other words, he can be paid 
the sum of $12,723.06. 

C’s capital, which amounts to $15,500.00, is already less 
than 20% of the remaining assets, which is $22,017.96. Since 
this exceeds his net investment by $6,517.96, if all remaining 
assets proved worthless, it will be seen that C would be indebted 
to A and B for $6,517.96. If C should be insolvent, A and B 
would be compelled to share the loss on a ratio of 50% and 
30%. In other words, A would lose 54 and B 3%. This con- 
tingent loss should be charged to A and B before distribution 
of the first dividend. A should be charged with 54 of $6,517.96 
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or $4,073.73. B should be charged with 34 of $6,517.96, or 
$2,444.23. <A’s balance would be $32,131.37; B’s balance 
would be $10,278.83; hence the first liquidating dividend may 
be journalized as follows: 


A Capitalcri se yaratmen Germaine $32,131.37 
Bia pita lie yc s Cae ae eee 10,278.83 
ES RA ne eT E NE AIL G Lg $42,410.20 


A liquidating dividend 
amounting to $42,401.20 dis- 
tributed to A and B ona basis de- 
signed to reduce the capital shar- 
ing ratio of partners to the same 
ratio as their profit or loss sharing 
basis. 


Second Liquidating Dividend. This dividend amounts 
to $74,622.30. Deducting this sum from the total remaining 
capital leaves $35,467.50, which would be the amount of the loss 
in case the remaining assets proved worthless. Distributing 
this contingent loss to each of the partners on the basis of 50% 
30% and 20%, will result in each partner’s account showing 
the following balance: | 


Ve Vor LUAD trom Spar SE ir ibe Abt. $41,384.88 
Ban UGE OND oi Rae ee ay 24,830.92 
PAL n Ein ve MEDIAN I Ged taeda ck Se TL A 8,406.50 


Consequently, it will be safe to distribute this dividend 
to the partners on the basis of the above balances, for it will 
readily be seen that if all remaining assets prove worthless 
the loss would simply be equal to the balance of each partner’s 
account after this dividend is distributed. 


AUG a pital 2 a. Na eas a Rane $41,384.88 
BiCapital arsine ee eae 24,830.92 
Si Cla pital A000 oh de Ramnedven vies 8,406.50 
Cashy yr ieee ee eee $74,622.30 


To distribute a dividend of 

$74,622.30. This dividend estab- 

lishes a capital sharing ratio 

between partners equivalent to 

their profit or loss sharing ratio; 

hence all future dividends may 

be distributed on a basis of A, 

50%; B, 30%; C, 20%. 

Final Liquidating Dividend. This dividend amounts to 
$31,967.50. Since the partners’ capital accounts have already 
been reduced to a ratio of 50%, 30% and 20%, this ratio being 
the same as the profit or loss sharing ratio, it will be seen that 
this dividend may be distributed on the same basis, as follows: 


A BO iit ee Oe AO Rg 1 Lee baa $15,983.75 
Bi ROC cna hie Si ae 9,590.25 
Ce DODO OE eh Oi aa eee 6,393.50 


= 
se) \ 
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A Gapitaleege 2. eee $15,983.75 
B Canital coe; eae 9,590.25 
CaGanitali. (usa iene ieee 6,393.50 
Cash se, Gy Ga neeeanrae $31,967.50 


To distribute to partners the 
remainder of cash after all assets 
have been realized upon and all 
liabilities liquidated. 


While this dividend is distributed in accordance with the 
profit or loss sharing ratio of the partners, it is only because 
the partners’ capital sharing ratio has been reduced to the same 
basis; hence, the rule that distribution of capital must be on 
the basis of the partners’ investments has not been violated. 

Loss on Realization. Reference to the Working Sheet 
will now show a total loss on realization of $3,500.00. This 
must be distributed to the partners on the basis of their agree- 
ment. 


AiCa pital ye Gate ae eee $1,750.00 
Bilapital ss. eee ee ee 1,050.00 
( Capitaleie aU an ae 700.00 
Brontrand |oce see $3,500.00 


To distribute loss on reali- 
zation to partners. A, 50%; B, 
30%; C, 20%. 
It is now possible to set up the capital accounts of the 
partners. 


A 
Operating Loss....$ 3,750.00 | Contributed 
First Liquidating Capital. <a $90,000.00 
Dividend ye. 22 127037 salaries Geena ae ee 5,000.00 
Second Liquidating 
Dividend! 273.8 41,384.88 
Final Liquidating f 
Dividend senate 15,983.75 
Loss on Realization 1,750.00 
$95,000 .0G $95,000.00 
B 
Operating Loss. ...$ 2,250.00 | Contributed 
First Liquidating Capital nee. $45,000.00 
Dividends .05%:. 107278.83 | ;Salarnies\sce ees 3,000.00 
Second Liquidating 
Dividend ia nie 24,830.92 
Final Liquidating 
Dividend....... 9,590.25 


Loss on Realization 1,050.00 
$48,000.00 $48,000.00 
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C 

Operating Loss....$ 1,500.00 | Contributed 
Second Liquidating Capital gawmeualees $15,000.00 

Dividend. SA0G S04 oalaticsa reer ee 2,000.00 
Final Liquidating 

Dividend....... 6,393.50 
Loss on Realization 700.00 

$17,000.00 $17,000.00 


A. THEORY QUESTIONS 


I. On learning of the death of a partner, what would be 
your duty in case you were bookkeeper for a firm of partners 
that has no articles of partnership? ee Ne 


2. In case of dissolution of a partnership, in what order 
should the assets be distributed when there are creditors of 
the firm and also loans by partners of the firm, besides their 
stipulated capital in the business, and assuming that the re- 
maining assets after liquidation of the liabilities are insufficient 
to repay the capital in full, profits being divided in a different 
ratio from capital? Ca Per ator: 


3. A partnership is dissolved as at January 1, both part- 
ners being in debt to the firm. Subsequently, the assets are sold 
at less than the book value and the liabilities are partly liqui- 
dated. The partners pay their indebtedness as of January I. 

How must the liquidating loss be adjusted as between the 
partners? Why? CreReAWEX: 


4. AB and CD form a partnership known as Middale 
Steel Company. AB puts in $100,000.00 towards forming 
capital for the company, and CD, who has been a practical 
worker and is to devote his whole time to the business, puts 
in $35,000.00, and it is agreed that CD’s experience be put 
up as substitute for his deficiency of capital. Business was 
conducted for five years when they agreed to dissolve. AB 
made claim to the $100,000.00 which he put in originally, but 
CD objects, claiming an equal division as partner of the whole 


capital. 
Discuss the rights of the two parties. Can AB legally 
withdraw his $100,000.00? Ge PAS Ex: 


5. A and B formed a partnership for the manufacture of 
automobile accessories, A putting in $30,000.00 and B putting 
in $20,000.00, all the latter had, the object being to organize 
a company on a basis of $50,000.00. B was considerably more 
experienced than A, and it was agreed that he be the real manager 
of the affairs of the company, although A was nominally the 
head of the concern. B was to share equally in the profits with 
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A. Later A made advances to the firm of $5,200.00. After a 
number of years, A and B mutually agreed to dissolve partner- 
ship. In settling, B contended his own share should be 
$22,600.00. The advances had to be paid out of the capital of 
the partners. 
(a) Is B’s contention correct? Discuss fully. 
(b) What is the rule as to— 
(1) Debts? (2) Capital? 
(2) Advances? (4) Profits? 


B. LEGAL QUESTIONS 
1. (a) In what various ways may a partnership be termi- 
nated? 
(b) For what firm contracts is an outgoing partner liable? 
Bi Feet EN Ss. 
2. What precautions should be taken by a partner upon 
retiring from the firm? Why? Cd vA 
3. What are the rules which must be observed in adjusting 
the accounts of partners in liquidation: 
(1) As to payment of losses? 
(2) As to application of assets? Inst. Ex. 
4. Does the agreement between partners at the time of 
a dissolution, that the remaining partner assumes all the lia- 
bilities to partnership creditors, free the withdrawing partner 
from such liability to such creditors? State reason for your 
answer. Cah ea ix: 
5. A and B are partners, A dies. The assets are found to 
be worth only 75% of the liabilities in liquidation. A’s estate 
is solvent, while B’s is insolvent. What are the rights of the 
firm’s creditors against A’s assets not invested in the partnership, 
and what are the rights of B’s personal creditors as to the part- 
nership assets? State the rule governing in such cases. 
CAPs Iss) 


Cc. ACCOUNTING PROBLEMS 
1. A and B, partners’ in a commercial enterprise, share 
profits and losses equally. At the end of five years, the part- 
nership terminates and the Balance Sheet appears as follows: 


Balance Sheet 


Carr Awe 


ASSETS LIABILITIES 
Wash ui ci ieneea ae $ 5,600.00 Accounts Payable. $30,000.00 
Accounts Rec..... 28,000.00 Bills Payable..... 10,000.00 
Mdse., Inventory.. 36,000.00 Net WorrTH: 
Plant and Mach....15,400.00 A Capitan 30,000.00 
BiGanrtalacaas 15,000.00 
$85,000.00 $85,000.00 


After studying the Balance Sheet, an offer to buy at 
$30,000.00 (except cash) is accepted. Make final adjustments 
and draft closing entries showing the amount each partner re- 
ceives. GoPr Aes 
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2. The firm of A & B began business on January I, 1920, 
the terms of the partnership contract specifying that no interest 
was to be credited on investments or charged on withdrawals, 
and all profits or losses were to be shared equally. A invested 
$24,000.00 and B $15,000.00. 


On November 30, 1922, the partnership was dissolved, and 
as the books had not been properly kept, the following state- 
ment was submitted to the partners as a basis for settlement 
and agreed to by them: Cash, $14,200.00; net debit of A, 
$6,300.00; expenses, $15,300.00; net credit of B, $10,500.00; 
profit and loss, debit, $9,000.00, credit, $1,500.00; real estate 
having an estimated market value of $3,300.00; the bank holds 
firm’s six months’ 6% note for $10,000.00, due January 31, 1923, 
on which interest is unpaid. B liquidated the assets and 
liabilities and in due course sold the real estate for $4,000.00 
and paid off the note when due. 


Draft adjusting and closing journal entries. Prepare 
Balance Sheet as of November 30, 1922, and a Statement of © 
Profit and Loss. Construct partners’ capital accounts showing 
balance as at November 30, 1922, and close the accounts at 
close of liquidation. | 

(Note. The problem does not indicate definitely whether the balances 
of A’s and B’s accounts represent their capital or drawing accounts. It 
might be solved on a basis of either assumption. However, it is best to assume 
that reference is to the partners’ capital accounts. The date of the close of 


liquidation is not given, but January 31, 1923, may be assumed as the proper 
date. 


An analysis of the application of the resources of the partnership 
from January I, 1920, to November 30, 1922, indicates an excess application 
of $11,900.00. This would seem to indicate that the Cash account had been 
overdrawn by this amount. In reality, however, the problem shows a cash 
balance of $14,200.00. Accepting this as true, it is evident that resources of 
$26,100.00 ($14,200.00 + $11,900.00) were received from profits on sales. 
On these assumptions, the net profit to be distributed to the partners’ accounts 
at the date of dissolution, November 30, 1922, is $3,100.00. 


Between November 30, 1922, and January 31, 1923 (assumed to be 
the date at close of liquidation) there was a gain on Real Estate of $700.00. 
Interest on the note at the bank amounted to $100.00, hence there was a 
net gain of $600.00.) 


3. A, B and C are in partnership, A’s capital being 
$90,000,00; B’s, $50,000.00; and C’s, $50,000.00. Their 
agreement is to share profits or losses in the following ratio: A, 
60%; B, 15%; C,25%. During the year C withdrew $10,000.00. 


Net losses during the year were $15,000.00 and it is decided 
to close out the business. 


It is uncertain how much the assets will ultimately yield, 
although none of them are known to be bad. 


The partners, therefore, mutually agree that as the assets 
are liquidated, distribution of cash on hand shall be made month- 
ly in such manner as to avoid, so far as feasible, the possibility 
of paying to one partner cash which he might later have to repay 
to another. 
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Collections are made as follows: May, $15,000.00; June, 
$13,000.00; July, $52,000.00. After this no more was collected. 


Draft journal entries showing distribution of profits and 
losses and distribution of liquidating dividends. Set up 
accounts with each partner. uh eee de Wy Nae. 


4. A,B, and C formed a partnership. A agreed to furnish 
$10,000.00, and B and C each $7,000.00. A was to manage the 
business and receive one-half of the profits; B and C were each to 
receive one-fourth. A supplied merchandise worth $8,500.00, 
but no additional cash. B turned over to A, as managing 
partner, $9,000.00 cash, and C turned over $5,500.00. 


The business was conducted by A for some time, but with- 
out keeping exact books. While managing the business, A 
purchased additional merchandise amounting altogether to 
$75,000.00 and made sales of $100,000.00. The cash received 
and paid out for the partnership was not kept separate from A’s 
personal cash. 


In order to straighten out matters, B took over the manage- 
ment. He found receivables amounting to $20,000.00, and of 
these he collected $4,500.00. The merchandise still on hand 
he sold for $500.00. These receipts he deposited in a bank to 
the credit of the firm. The remaining accounts proved worth- 
less. The outstanding accounts payable amounted to $2,000.00 
of which $1,500.00 had been incurred in purchasing merchandise 
and $500.00 for expenses. These accounts he paid. A presented 
vouchers showing that during his management he had paid 
other expenses of $2,400.00. By mutual agreement B was held 
to be entitled to $100.00 on account of interest on excess capital 
contributed, and A and C were to be charged $75.00 each for 
shortage in contribution of capital. 


(a) Draft adjusting and closing journal entries; set up 
Profit and Loss account and accounts with each of the partners. 


(b) Show how the above final adjustment would be modi- 
fied if A proved to have no assets or liabilities outside the part- 
nership. yi imst)Ex: 


Unit Nineteen 


PARTNERSHIP ACCOUNTING 


1. ACCOUNTING THEORY 


Financial Embarrassment. It not infrequently occurs 
that a partnership* will become financially embarrassed. This 
does not necessarily mean that the partnership is insolvent. It 
may mean that the assets are in some manner tied up, that it 
cannot meet current obligations such as taxes, pay rolls, notes, 
etc., maturing at the present time. 

If a firm is unable to meet its current obligations yet is 
solvent and wishes to avoid bankruptcy proceedings, there are 
two possible courses of procedure open, 

(1) It may make an assignment with the consent of 
creditors. It must be remembered that an assignment is always 
made in favor of the creditors and with their consent. Ifa firm 
attempts to make an assignment without the consent of cred- 
itors, they may immediately bring bankruptcy proceedings. 
The assignee is appointed by the concern itself for the benefit 
of creditors. 

(2) It may appear in a court of equity and seek the 
appointment of a receiver known as a “receiver in equity.” 

Regardless of whether the firm desires to make an assign- 
ment or whether they seek the appointment of a receiver in 
equity, creditors are entitled to a statement showing the finan- 
cial condition of the debtor. Likewise, the court will require 
a report showing the financial condition. In this country, no 
standard form of statement is specified by the courts. How- 
ever, the appointment of a receiver is looked upon by the courts 
of equity as an extreme measure to be resorted to only after 
the courts are convinced that such action is essential to a proper 
readjustment of finances and eventual liquidation. The court 
will not appoint a receiver unless the referee in the case finds 
one or more of the following conditions existing: 

(1) If the firm claims to be solvent, it must be apparent 
that insolvency is so evident that there may not be a proper 
realization of assets for the benefit of the creditors. 

(2) . If the firm is solvent and creditors bring bankruptcy 
proceedings (a) that they have some right or lien upon the 
property of the debtor; (b) that they have a legal right to 
consider the property of the debtor as a fund which may be 
used to satisfy their claims; or (c) that the debtor has fraudu- 
lently secured title or their possession to the property in liti- 
gation. 

Bankruptcy. As has already been shown, a firm is in- 
solvent when the value of the assets is less than the amount 
of the gross liabilities. When such a condition exists, the concern 

*While this discussion of bankruptcy is included under the head of part- 


‘nership accounting, the principles set forth are, in most instances, applicable 
to individuals and corporations as well as partnerships. 
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may seek voluntary bankruptcy proceedings, or the creditors 
may seek involuntary bankruptcy proceedings. In either event, 
the procedure is practically the same. The court appoints a 
receiver in bankruptcy. The receiver is charged with the 
protection and care of the property of the debtor until such 
time as the creditors can meet and appoint a trustee. It will 
be noted that the duties of the receiver in bankruptcy are, in this 
respect, different from the receiver in equity. The receiver in 
bankruptcy does not continue business operations nor does he 
proceed to realize upon the assets and to liquidate the liabilities. 
He simply cares for the property. With the consent of the 
court, a receiver in bankruptcy may realize on perishable as- 
sets to prevent loss thereon. He is not permitted, however, 
to dispose of any of the assets without the consent of the court. 
In fact, the work of the receiver is entirely dependent upon his 
instructions from the court. 

As soon as a trustee has been appointed by the creditors, 
he will immediately proceed to dispose of the assets and to liq- 
uidate the liabilities. When such realization and liquidation 
has been completed, or probably at intervals during the process 
of realization and liquidation, the trustee may be required to 
render a statement of operations to the court. Such a state- 
ment has generally become known as a Statement of Realization 
and Liquidation. 

Trustee In Bankruptcy. H.C. Bentley, C. P. A., in his 
Science of Accounts, has described so well the appointment 
and duties of the trustee in bankruptcy that we can do no 
better than to quote from him. 

‘When an individual, partnership, or business corporation 
has been adjudged a bankrupt, the creditors at their first meet- 
ing after the adjudication should appoint one or more trustees, 
as may be required. In case they do not exercise this privilege, 
the court will appoint the trustee. The first meeting referred 
to above must be held not less than ten nor more than thirty 
days after the adjudication, at the county seat of the county in 
which the bankrupt had his principal place of business. 

‘The trustee in bankruptcy must account for all moneys 
belonging to the bankrupt concern which may be received by 
him; collect and reduce to money the property of the bankrupt; 
deposit all moneys received by him as such trustee in a bank 
designated by the court; disburse the funds only by check; lay 
before the final meeting of the creditors detailed statements of 
the administration of the estate; make final reports and file 
final accounts with the referee fifteen days before the day fixed 
for the final meeting of the creditors, and pay dividends within 
ten days after they are declared by the referee. He must also 
report to the court, in writing, the condition of the estate and 
the amount of money on hand, together with such other details 
as may be required by the court, within the first two months 
after his appointment and every two months thereafter, unless 
otherwise ordered by the court. 
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“It is customary for the trustee to compile, or have com- 
piled, a Statement of Affairs and a Deficiency Statement as 
soon as possible after his appointment. From these two state- 
ments the court, the trustee, and any other persons at interest, 
may gain a fair idea of the probable results from liquidation. 
It is not compulsory on the part of the trustee to have such 
statements compiled, but it is usually done as a matter of good 
practice. 

‘The only statement actuaily required by the court must 
be furnished by the bankrupt himself within ten days after the 
adjudication if an involuntary bankrupt, and with the petition 
if a voluntary bankrupt, and consists of a schedule of his prop- 
erty, showing the amount and kind of property, the location 
thereof, and its money value in detail; a list of creditors with 
their addresses, the amount due each of them, the consideration 
thereof, the security held by them, if any; and a claim for such 
exemptions as the bankrupt may be entitled to. This report 
must be rendered in triplicate.” 

Statement of Affairs. In C. P. A. Examinations, the 
Statement of Affairs has been playing quite a prominent part. 
It can readily be seen that such a statement is of great value 
to creditors at the time of assignment or of the appointment 
of a receiver. The receiver is usually given expressed or implied 
authority to employ an accountant to prepare a statement of 
the business, and in some cases a Balance Sheet audit is made. 
Appraisers are often employed to determine the realizable value 
of assets. Creditors may then ascertain not only the book value 
of assets and the gross liabilities, but may learn the expected 
realization. The statement shows the assets and liabilities as 
they appear on the books of the debtor. In addition to this in- 
formation, it also shows the estimated or appraised value of 
assets, the amount of the preferred claims, and the amount of 
secured and unsecured liabilities. Naturally, preferred claims 
and secured liabilities must be liquidated first, consequently un- 
secured creditors must depend upon the remaining balance for 
settlement of their claims. 

A Statement of Affairs, properly prepared, will give all of 
this information and will show the amount of the insolvency 
or deficiency. A firm is insolvent only when the realizable value 
of assets is less than the gross liabilities. 

It must be remembered that in a partnership, the personal 
property of each partner is, in reality, assessable for the satis- 
faction of firm creditors. Therefore, in preparing a Statement 
of Affairs for a partnership it may be advisable to include a list 
of the personal assets of the partners. 

The Deficiency Account. This account is similar to 
the Profit and Loss account of a going concern. It is prepared 
in order to explain the causes and reasons for the estimated 
deficiency as shown in the Statement of Affairs. It begins with 
the balance of surplus as shown on the books of the concern, and 
to this is added all sources of profit that increase the amount 
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to be accounted for. All expenditures of the firm are charged 
to the account as are all losses incurred by it. The balance of 
the account shows the same amount of deficiency as is shown 
by the Statement of Affairs. In other words, the Deficiency 
account might be said to be a schedule designed to explain the 
amount of deficiency shown in the Statement of Affairs. 


Statement of Realization and Liquidation. This is a 
statement designed to show the operations of the trustee. It 
may be subdivided into: 


(1) A Balance Sheet showing the book values as appear- 
ing on the books of account of the bankrupt concern. 


(2) A statement showing liabilities liquidated and assets 
realized upon. 


(3) An operating statement showing losses and gains from 
realization. 


(4) Assets not realized upon and liabilities not liquidated. 


The only difference between such a statement prepared 
by a trustee and one prepared by a receiver in equity is that the 
receiver in equity continues to operate the business, conse- 
quently he acquires new assets and incurs additional liabilities. 
These, of course, must be added to the original assets and 
liabilities as they must be accounted for. 


Receivership Accounting. The accounting for receivers 
in bankruptcy is very simple, as the receiver is appointed only 
temporarily and does not operate the business, neither does 
he proceed with the liquidation. He simply holds the assets 
until a trustee is appointed by creditors. 


Accounting for a trustee in bankruptcy, while somewhat 
more complex than the accounting for a receiver in bankruptcy, 
is less complex than accounting for a receiver in equity. The 
trustee proceeds at once to realize on the assets and to liquidate 
the liabilities. Often the trustee keeps account of receipts and 
disbursements only. 

Accounting for the receiver in equity depends entirely upon 
the extent and nature of the business in the hands of the 
receiver. However, it is no more complex than the accounting 
for the same concern under normal operation. The account- 
ing for receiverships may be considered from the following stand- 
points: . 


(1) Opening the receiver’s books of account. 


(2) Accounting for administration of properties by the 
receiver. 


(3 Statements to be rendered to the court. 
(4) Closing the receiver’s books of account. 


(5) Accounting for the concern in the hands of the re- 
ceiver. 
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Opening the Receiver’s Books of. Account. Since 
a receiver in equity is appointed by the court and must render 
a full account of his operations to the court, he must, of neces- 
sity, keep his accounts in such form as to enable him to render 
proper statements showing the results of his operations. 


The extent of the accounts of the receiver will depend very 
largely upon the specific instructions of the court. The receiver is 
frequently given control of only a part of the property, possibly 
only the current assets. It is not often that he is instructed to 
take possession of the fixed assets nor to assume the liabilities, 
though he may be instructed to pay a part or all of the liabilities 
incurred prior to his appointment. The assets taken over and 
the liabilities assumed may be journalized by debiting the assets, 
crediting the valuation reserves and liabilities, and crediting 
the concern for the balance. To illustrate: Assume that A is 
appointed receiver for B and C and the instructions of the court 
order him to take over the following assets: 


Accounts, Receivable ahi. os ose! $1,000.00 

Less Res. for Doubt. Accts...... 200.00 $ 800.00 
IVEELCIIATICUSE Mt tnyy on a ete so atin ts 2,000.00 
Notes Receivable................ 2,000.00 


The receiver opens accounts with each of the assets taken 
over, credits the reserve account with the amount of the reserve 
set up on the books of the partnership, and credits ‘‘B and C, 
Partnership”’ for the difference. 


The following will serve to illustrate the proper journal 
entry on the books of ‘‘A, Receiver’’ for the facts given above: 


Accounts Receivable hi ssoe oye $1,000.00 
IVIETCNANICISG tres loti vig ba mh es 2,000.00 
Notesn Receivable nce kine ie 2,000.00 
Res. for Doubtful Accounts... ¢ 200.00 
Brand: ©, Partnershipii2 734%: 4,800.00 


Accounting for Administration of Properties by 
Receivers. After the books of the receiver have been properly 
opened, the accounting for the administration of properties is 
very similar to the accounting for the partnership under nor- 
mal operation. He must account for all transactions. The 
assets acquired and liabilities created through his operations 
must be carefully recorded in such a way that they may not 
be confused with assets and liabilities with which the receiver 
is not charged nor concerned. In some cases, the receiver keeps 
only a record of the cash receipts and disbursements. Usually, 
however, this is not sufficient. A complete set of books should 
be kept, showing all transactions in detail. 


The accounts kept by the receiver should be uniform as 
nearly as possible with those previously kept by the partner- 
ship. Even in cases where systems of accounts previously in 
operation have been found to be defective, it is advisable to 
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arrive at the results in such a manner that old and new figures 
can be expressed, broadly speaking, in the same terms. The 
failure to do this, or the failure to provide for exhibiting as 
great a degree of detail in the accounts as has been done before, 
may prove embarrassing at a time when it is desired to submit 
the accounts for a number of years to prospective purchasers 
or to bankers for preliminary consideration before investigation 
with view of extending credit. 


The accounts of the receiver should be closed at regular 
intervals and upon the same dates as the accounts of the part- 
nership were closed previously. The object of this is to enable 
EAs receiver to render statements on the same dates as hereto- 
ore. 


Statements to be Rendered to the Court. The first 
report required by the court will be a statement supported by 
schedules showing the properties taken over and the liabilities 
assumed, the liabilities being properly classified as to preferred 
claims, secured, unsecured and contingent liabilities. The court 
will require subsequent reports from time to time or, at least, 
annually. A Statement of Affairs is usually the first report to 
be submitted. It is prepared at the beginning of the receiver- 
ship. Statements of Realization and Liquidation are submitted 
to show results of the receiver’s operations. These statements 
will be found illustrated hereinafter. 


Closing the Receiver’s Books of Account. The books 
of the receiver should be closed at the end of each fiscal period, 
closing all realization losses and profits into a Receiver’s Profit 
and Loss account. When the receivership is brought to a close, 
and the business is returned to the owners, the receiver will 
close the remaining asset and liability accounts on his books 
by means of a journal entry, debiting the liabilities to be assumed 
by the owners and crediting the assets being returned to the 
owners. The difference will constitute a debit to the concern. 
This entry is practically the reverse of the opening entry at the 
time the receiver is appointed. 


Accounting for the Concern in the Hands of the 
Receiver. As soon as the receiver is appointed and takes charge 
of the business, an account with him should be opened in the 
general ledger, and he should be charged for the assets taken 
over and the liabilities assumed. 


The customary plan is to charge the receiver with assets 
at book value less the valuation reserves set up, and to credit 
him with the liabilities at book value. Another plan is to charge 
the receiver with the assets at expected-to-realize values, and 
credit him with the liabilities at expected-to-rank values. If 
the latter plan is followed, the difference between the book 
values and the realization and liquidation values should be 
closed into the Profit and Loss account. This is faulty because 
it anticipates a profit or loss that may vary widely from the actual 
results of the receiver’s operations. 
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The method used by the receiver in opening his books 
should be followed by the bookkeeper of the concern. Using 
the same illustration as that shown in explaining the opening 
entry of the receiver, the journal entry on the books of the 
concern would be as follows: 


Reserve for Doubtful Accounts....$ 200.00 


Pra INE COIVEL Ran mr MOMMA e girs sas. sie, 4,800.00 
Accounts Receivable......... $1,000.00 
WleTChancise:. were. nee 2,000.00 
Notes Receivable............ 2,000.00 


It will be seen that this entry closes those accounts on the 
books of the partnership that are taken over by the receiver. 


2. COMMERCIAL LAW 


‘The Congress shall have power to establish uniform laws 
on the subject of bankruptcy throughout the United States.” 
—U. S. Constitution, Article 1, Section 8, Paragraph 4. 
Congress was given the constitutional right to pass uni- 
form laws covering bankruptcy. Under this authority, the 
Congress of the United States has passed several different laws. 
The law in force at the present time was approved July 1, 1898. 
Since that time there have been several amendments. 
This does not prohibit the states from enacting legislation 
concerning bankruptcy, but any state insolvency or bankruptcy 
law must not be in conflict with the Federal law. 


Bankruptcy Courts. Original! jurisdiction in bankruptcy 
proceedings rests with the district courts of the several states, 
in the Supreme Court of the District of Columbia or the U. S. 
Court in the District of Alaska. These Courts have the author- 
ity to— 
adjudge persons bankrupt; 
ailow or disallow claims ; 
appoint receivers ; 
take charge of the bankrupt’s property after the filing 
of the petition; 

punish bankrupts and other persons, including officers 
and agents of corporations for any violation of the 
bankruptcy act; 

authorize the continuation of a bankrupt’s business for 

a limited time by receivers or trustees, if such will be 
for the benefit of the estate; 

close estates by approving final accounts and discharg- 

ing the trustees ; 

reopen them when it appears they were closed before 

being fully administered ; 

discharge or refuse to discharge bankrupts as the facts 

may warrant. 
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Acts of Bankruptcy. The Bankruptcy Law under Section 
Three indicates that a person has committed an act of bank- 
ruptcy when he has: 

“rt. Conveyed, transferred, concealed, or removed, or 
permitted to be concealed or removed, any part of his property 
with intent to hinder, delay, or defraud his creditors, or any 
of them; or 

‘“‘2. Transferred, while insolvent, any portion of his prop- 
erty to one or more of his creditors with intent to prefer such 
creditors over his other creditors; or 

‘“‘2. Suffered or permitted, while insolvent, any creditor 
to obtain a preference through legal proceedings, and not hav- 
ing at least five days before sale or final disposition of any prop- . 
erty affected by such preference vacated or discharged such 
preference; or 

“a. Made a general assignment for the benefit of his cred- 
itors, or being solvent, applied for a receiver or trustee for his 
property, or, because of insolvency, a receiver or trustee has been 
put in charge of his property under the laws of a State, of a 
Territory, or of the United States; or 

‘‘s, Admitted in writing his inability to pay his debts, 
and his willingness to be adjudged a bankrupt on that ground.’’ 


Partnerships May Become Bankrupts. A _partner- 
ship may be adjudged a bankrupt either while in operation or 
after dissolution before final settlement has been made. When 
the bankrupt is a partnership, the trustee of the partnership 
property must keep separate accounts of the property belong- 
ing to the individual partners. The expenses of administration 
is paid from both classes of property (firm and individual) in 
such proportions as the court may determine. The bankruptcy 
act provides the following: 


“The net proceeds of the partnership property shall be 
appropriated to the payment of the partnership debts, and the 
net proceeds of the individual estate of each partner to the pay- 
ment of his individual debts. Should any surplus remain of 
the property of any partner after paying his individual debts, 
such surplus shall be added to the partnership assets and be 
applied to the payment of the partnership debts. Should any 
surplus of the partnership property remain after paying the 
partnership debts, such surplus shall be added to the assets of 
the individual partners in the proportion of their respective 
interests in the partnership.” 


Bankruptcy Proceedings. Bankruptcy may be volun- 
tary or involuntary. It is voluntary when proceedings are 
instituted by a person or firm in its own behalf. It is involun- 
tary when the proceedings are instituted by an outside party. 

Proceedings may be instituted by any one or more of the 
creditors to whom the alleged bankrupt is indebted not less 
than $500.00 in case the total number of creditors is less than 


PARTNERSHIP ACCOUNTING 45 


twelve. If there are twelve or more creditors, the proceedings 
must be instituted by three or more creditors, and their claims 


must aggregate more than $500.00. 


Involuntary bankruptcy proceedings may be instituted by 
creditors filing petition asking that the debtor be declared a 
bankrupt. This petition must set forth the following facts: 

‘“‘t, That the debtor owes at least $1,000.00. 

2. That the debtor is insolvent. 

‘3. That the debtor has committed an act of bankruptcy. 

“4. That the act of bankruptcy was committed within 
four months of the filing of the petition, except in the case of 
fraud, where there is no fixed time limit.” 


To go into voluntary bankruptcy, the debtor files the peti- 
tion, indicating that he is unable to pay his debts and asking 
that he be adjudged a bankrupt. He also files schedules giving 
the names and addresses of all creditors and the amounts due 
them, as well as a description of his assets and their value. Cred- 
itors are then notified and served with copies of the debtor’s 
petition. Further proceedings are the same as in cases of invol- 
untary bankruptcy. 


os 


Assignment. A debtor who is insolvent may assign all 
his property to a person for the benefit of his creditors. 
The proceedings in making an assignment are prescribed by 
the state laws, consequently they vary in the different states. 
An assignment is not often made, because it does not enable 
the debtor to get a discharge from his debts. Any of his 
creditors may institute proceedings in bankruptcy, after which 
the settlement must be made in the bankruptcy court. 


Receivership. After proceedings have been instituted in the 
Federal court located in the judicial district where the bank- 
rupt resides or has his principal place of business, or where any 
property belonging to the bankrupt is located, it is customary 
for the court to appoint a receiver, who is given charge of the 
bankrupt’s property until the first meeting of creditors is called. 


Of course, the bankrupt may defend himself, in which case 
he is entitled to a jury trial before the court can pronounce him 
a bankrupt. 

After the receiver has been appointed, the bankrupt is 
required to file a list of claims against him. Creditors are re- 
quired to file proof of their claims. This consists of an affidavit 
by the creditor stating the nature and amount of the claim that 
is due and owing, and indicating the security, if any, he holds 
for him. 

The receiver in bankruptcy is appointed temporarily to 
preserve the property until a trustee can be elected. He does 
not conduct the business, but merely takes care of the goods, 
pays the taxes and other dues, and is permitted to employ a 
caretaker to look after the premises between the commencement 
of the action and the election of the trustees. He must give 
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bond, and is entitled to fees based on a percentage of the amount 
of property handled. He may, with the court’s permission, 
dispose of goods of a perishable nature or goods subject to 
changes in style and likely to become unsalable, and deposit 
the money realized in a bank until such time as the trustee is 
elected. 


3. ACCOUNTING PRACTICE 
Proposition A 


D. C. Brown, of the firm of Brown & Coleman, endorsed 
notes of P. E. Curry to the amount of $12,000.00. Through 
the failure of Mr. Curry to pay the same when due, D. C. 
Brown was called upon to meet the notes and was unable to 
do so. A meeting of the creditors was called to determine wheth- 
er further credit should be extended, or the business liquidated. 
They requested that a Statement of Affairs be prepared, show- 
ing the status of the business as a liquidating concern. 


The following accounts appear on the books of Brown & 
Coleman, as of April 30, 1920: Delivery Equipment, $3,500.00; 
Warehouse and Office Fixtures, $2,900.00; Tnventories--Mer- 
chandise, $78,180.00; Miscellaneous Supplies, $600.00; Ad- 
vances on Consignments—Inward, $2,200.00; Customers’ 
Accounts, $71,084.00; Notes Receivable, $20,200.00; Cash 
in Bank, $7,353.68; Petty Cash Fund, $200.00; Unexpired 
Insurance, $100.00; Rent Paid in Advance, $400.00; Notes 
Payable, $20,000.00; Accounts Payable, $72,160.00; Notes 
Receivable Discounted, $20,000.00; Bank Loan, $6,000.00; 
Taxes Accrued, $400.00; J. M. Coleman—Capital, $35,250.46; 
D. C. Brown—Capital, $32,835.22; Interest Accrued on Notes 
Payable, $72.00. 

In going over these accounts, the partners decided that 
the Delivery Equipment would bring $2,400.00 and the Fix- 
tures $1,250.00; that the Inventory of Merchandise, while 
in good condition, would realize but $50,000.00 on forced sale, 
and Miscellaneous Supplies, $200.00. Of the Customers’ ac- 
counts $35,000.00 were good; $23,600.00 were doubtful, but 
would realize 50%; $12,484.00 were bad. Of the Notes Re- 
ceivable $20,000.00 were good; $200.00 were bad; Advances 
on Consignments—Inward, $2,000.00; $346.00 was due for 
wages. 


From the above information, prepare a Statement of Affairs 
and a Deficiency account. 


Solution 


The statement appearing on the following page indicates 
that the net free assets amount to $109,457.68, while the amount 
of unsecured liabilities amount to $110,232.00; consequently if 
the net free assets were to be disposed of at their estimated 
value, there would be a deficiency to creditors of $774.32. 
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The preferred claims amount to $746.00 and should be deducted 
from the amount expected to be realized from the assets as 
these accounts must be settled before the general creditors are 
entitled to anything. 


The deficiency to creditors may be collected from either 
or both of the partners. If one of the partners is insolvent 
the entire amount might be collected from the other partner. 
Even though both partners have personal assets that are asses- 
sable, the creditors may collect the entire deficiency from one 
of the partners, leaving the partners to settle the matter be- 
tween themselves. 

If desired, the personal assets of the partners might be 
listed among the assets in the Statement of Affairs. This is 


often done, though it is not called for in this particular propo- 
sition. 


Deficiency Account 


Estimated Loss on Deficiency to Creditors 
Realization of Assets: per Statement of Af- 
Notes Receivable.......... $ 3200; OO} FAIS, wintas eens Beane one DUN TTA ae 
Customers’ Accounts....... 24,284.00 
Advances tant iia nt ska aoe 200.00|Deficiency to Partners of 
Mdse., Inventory.......... 28,180.00| Capital Investments: 
Misc. Suppl. Inventory.... 400.00 J. M. Coleman....... 35,250.46 
Unexpired Insurance....... 100.00 Diet Browne tei. 42835 22 
Rent Prepaid eyo ky eee 400.00 
Delivery Equip............ 1,100.00 
POEKUAIFGS) Ce ic tad Weds ae ean 1,650.00 
Accommodation Paper En- 
dorsed by D.C. Brown... 12,000.00 
Wages Accrued........... 346.00 
$68,860.00 $68,860.00 


This account shows the causes as well as the amount of 
the deficiency. Note that this correlates with the deficiency 
shown on the Statement of Affairs. 


Proposition B 


After due consideration of the Statement of Affairs prepared 
April 30, 1920, the firm of Brown & Coleman decided to liqui- 


date, and J. M. Coleman was appointed receiver. On July 2, 
1920, he reported as follows: 
COLLECTIONS 
Customers Accounts). inc. vile sc vein onnenl $46,000. 84 
Merchandise Inventory................. 53,001 .00 
Miscellaneous Supplies). i000. 10. Sue 200.00 
Delivery ‘Equipments icin an orn aie 2,680.00 
PURCUTESS prre eect reueaeiec MO Be ahs leita Ne a 1,570.00 
Advances istics. o Pert Sue Dara oe ane 2,000.00 


49 


PARTNERSHIP ACCOUNTING 


cS 691 ‘Vgz¢g 


z1° gz‘ 


gS 108‘99 


bg 1SP‘So1 


00° zfg‘o11g 


See ee ee eee 


“000‘ 
“oLS‘T 
"089‘z 
"0072 
“roo'¢S 
‘000‘9rg 


-000‘ZI 
ead 


*000‘9 
“ogi ‘eZ 
*000‘0z 
‘oob_ ¢ 


cS 691 ‘Vgzg 


"Qunodosy yseD Jag) ysea 
:psuInjoy siessy 


dIHSAALSOaL AO ASOT LV NOILIGNOO TIVIONVNIA | 


"*sso’'y JON ov 6g0'¢ 
00° z£9‘801 00° zZ 
00° 000‘9 

Tait Saad ee tol ta soy Wa ie See git Sort Nr an La a ete SIOUPAPY oo ooo‘O!l 
Aa ee Re ee ee eee en SoIn}XLy 00° oot 
a a quswudinby ArsATaq 00° o91‘zZ 
Fae eee? saljddng snoauryjaost yl 00° o000‘0z¢ | ° 

**AIOJUIAUT asIpueYyoIo| | 

"***sqyunoooy ,s1aul0ysns) ZI‘ VQz‘I 


:pezi[voy sjossy 
-SNOILVUAdO GC: da LSD UE “sO --LNAWALV ILS i 


Pett oe HRA Rleg T e SAU UE CL fd eo oo Vor‘ Lig 
00° 000°ZI 
00° 00V 
: 00° OO! 
(e1]U0ZD) Jodeg uonepowwossy 00° 00z‘z 
Sere en 6 Ope) OG WLg.\ 5 pene) ein Spre.e wine aqedArg OO’ 006‘'z 
saj0N Uo peniooy  4ses9qU] 00° 00S ‘€ 
Bae sae cents ‘uvor] yueg 00° 009 
‘-gqeAeg sjunosoy 00° ogi ‘gZ 
‘*giqeAeg Saj0N 


"*ponia0y Soxe 


| 00°‘ tgo'tZ 
Snore eq 0} SOTA] 


“Ul 
*(saseA\ Surpnypouy) sesuedxy 
:sosucdxy S,o0}Sn1 ZL, 


““oyqeéed S810N UO ponmoy “qU] 


‘ueo’'y yueg 


oe Be rode Eon 


‘pensooy Ssoxe L 
“-giqeAeg sjunooy 
"r++ -otqeAeg SoJON 
:posepinbry sontyiqery 


‘*(qunossy ysed Jog ‘J9N) yseD 


:posiInboy sjossy MON 


cee ae IJAO UdJe}] S}OssY [210 L, 
ic *(e3}U09) qusWesiopuy “Wosy 


‘QQUBAPY UTI preg Woy 


ee ah gouvinsuy potidxeuy) 
‘Uy JUDWIUSISUOD UO SIDUPAPY 
**S3IN}XIY IYO, pue ssnoysaieAy 
eine eke Seve sien eireure quswdmby AIBATIIG 
Bo eS oa sotjddns snooueyljaosi fj 


"+ **AIOJUIAUT VSIPULYIIIIAI 
"**-squnosoy ,Sreulo0}snd 


tet es se eter aN atte. eu im Wie I[GPATIOIY SOJON 


:PoZl{VayY 9q 0} S}ossy 


dIHSHALSNUL AO ONINNIOHG LV NOILIGNOD ‘IVIONVNIA 7 


0Z6l ‘Z A[n¢E—uonepinbry] pue vonezyvoy Jo ues} ¥IS 
WAAIAOAU ‘NVWATOO “Wf ‘NVNATOD 8 NMOU 


50 PUBLIC ACCOUNTING AND AUDITING 


DISBURSEMENTS 
Taxes (Accruiediit ceil. 5 ee Bie ee $ 400.00 
Notes “Pavablen i 2000 dsl Wiener aces tree 20,000.00 
Accounts Payable upon oe iy tare ee 72,160.00 
ACCOM MOdAaAtION Wha per seen ine eee 10,000.00 
Bank: Loan iri te are ee 6,000.00 
Interest Accrued on Notes Payable....... 72.00 
Expenses (including Wages)............. 3,089.40 


$2,000.00 accommodation paper was renewed. The ac- 
commodation paper which D. C. Brown had endorsed was 
charged to his capital account. 

You are asked to prepare a Statement of Realization and 
Liquidation. 

Solution 

On the preceding page appears the receiver’s Statement of 
Realization and Liquidation. This shows the complete result 
of the receiver’s operations in statement form. The trustee’s 
account of receipts and disbursements follows: 


Trustee’s Cash Account 


Balance on Hand 4-30-20 $ 7,353.68 PAXOS Gut ade Sei ee eres er 200 TOO 
Petty Cash Furi. 4. 3° 200.00 Notes Payable......... 20,000.00 
Accounts Receivable. .... 46,000.84 Accounts Payable...... 72,160.00 
Merchandise Sales....... 53,001 .00 Accommodation Paper. 10,000.00 
Miscellaneous Supplies. .. 200.00 Bank Ioan ess Vee lO: O00LOo 
Delivery Equipment..... 2,680.00 Int. on Notes Payable.. 72.00 
Paxkiiceg eee trae veel ae. 1,570.00 Expenses (including 

Advances on Consignments 2,000.00 Wages)iy, shi. 0odede 


Balance on Hand 72-20 1,284.12 


$113,005.52 $113,005.52 
Balance on Hand 7-2-20 $ 1,284.12 


Note that the loss on realization and liquidation is 
$66,801.56, as compared with an estimated deficiency of 
$68,860.00 which was shown by the Statement of Affairs and 
Deficiency account prepared before the receiver was appointed. 
This means that there will be no loss to creditors. The de- 
ficiency to partners amounts to $66,801.56 ($68,085.68 — 
$1,284.12) which will be shared in accordance with their capital 
investments. The cash balance amounting to $1,284.12 may be 
divided between the partners in the form of a liquidating divi- 
dend provided that Brown assumes full responsibility for the 
accommodation paper of $2,000.00 which was renewed. 


A. THEORY QUESTIONS 


1. Explain the difference between a Trial Balance, State- 
ment of Affairs and Balance Sheet. Cpr wAWEx. 
2. Explain the differences between a Trading account, 
Profit and Loss account, Manufacturing account, Deficiency 
account. (Sor. Agt tix, 
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3. Define: Account Current, Account Stated, Amorti- 
zation, Revenue, Working Capital, Betterment, Accrual, Hid- 
den Reserve, Internal Check, Administration Expense. 


(BePocAy, x 
4. Set up a Deficiency account, explaining the points 
involved. Oa Sots el Oh ah 


5. With what accounts of a bankrupt concern would you 
open the books of the receiver? 
State your reasons for so doing. Inst. Ex. 


B. LEGAL QUESTIONS 


I. Explain what is meant by “receiver in bankruptcy” 
and ‘‘trustee in bankruptcy,’ and state how and by whom 


each may be appointed. Inst. Ex. 
2. What are the duties of a receiver of an insolvent part- 
nership? COT POLAR Bixe. 


3. (a) What is the general nature and object of the Bank- 
ruptcy Law? (b) What is the effect of a discharge in bank- 
ruptcy? (c) By what law is the subject of bankruptcy regulated 
in this country? CaP iA boxe 

4. Mention the principal acts which constitute acts of 
bankruptcy. 

5. (a) Is the Bankruptcy Act a state law or a federal 
law? 

(b) In what year was it adopted? 

(c) What are the respective functions of a receiver, a 
referee and a trustee in bankruptcy? CUP AM Exe 


C. ACCOUNTING PROBLEMS 


1. Adam Smith and Thomas Gray have been in business 
as contractors for the last six years. Each invested $63,000.00 
cash, and was to receive one-half of the gain and bear half of 
the losses, which were as follows for the entire period: 


PCATELOL OO a Gad illmie eet ers uiat aes y at ceghal $15,000.00 
LO LC ra iiete t petene ti ee ayohe allel 18,000.00 
EO 2 Op Cecil tere era: cry at eee 21,852.00 
BOOT Coaiilne tet rer ge Meta at stage tee ners 1,500.00 
TQQ2 LOSS crs eet ee ct ctr a ee 1,300.00 
TOO 3 LOSS aay eerite Suomen Pores didiaxs he 3,000.00 


Each withdrew from the business for private use $6,000.00 
per year. On December 31, 1923, an assignment was made, 
and the assignee obtained the following information in addition 
to that already given, from which he proceeded to make a State- 
ment of Affairs and a Deficiency account to be placed before 
the creditors: 


Unsecured creditors on open account..... $ 27,000.00 
Binly secured, creditorsyte ayes toa 'd sts. 'ale os 6,900.00 
Securities held by above consist of pat- 

BN CS VOLE ati Weick echt hab Siaiete eae 9,000.00 


Part yececireds Creditors min ce etays ae deen 3 105,000.00 
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Securities held by above consist of rail- 


way shares, valiiediat 2 sia oreo cle $ 60,000.00 
Wages die) 22108 ats aiuto waren enable 2,000.00 
Ren tlue sins sown aeine sure cients letter tees 400.00 
BillssPavableyec ws come ere ene eee a 60,000.00 
Book) Debts (good) eka ei ee es 3,000.00 
Book Debts (doubtful) (est. worth 

BIOS OO eve ha tr tans sete tansee eee etREAUeS 800.00 
Book) ‘Debts, (bad)}.of no valtieu 2. es 900.00 
Shock -InAtrad es iow wate vit aerate ape cnice aes 112,500.00 
Above is'estimated worth: 33.8 4) 27en see 66,600.00 
Plantiand: Machinery (cost, 72 sni cee hee 120,000.00 
Above estimated to produce............. 60,000.00 ° 
Office Furniture, $900.00, estimated worth 600.00. 
Bills Receivable under discount........... 10,000.00 
Estimated liability of estate on above..... 4,000.00 | 
@ashiin) bankw.0\ Cah, Minne, eno ts 252.00 


From the facts given above, prepare: 
(a) A Statement of Affairs. 
(b) A Deficiency account. (PAC 

2. The copartnership of George L. Brown & Company, 
composed of George L. Brown, L. J. Henry and Fred S. Martin, 
is unable to meet its current obligations, and arranges a com- 
position with creditors whereby the latter agree to accept 80% 
of their claims without interest. A trustee, Henry S. Smith, 
is appointed January I, 1923, by mutual consent, to take charge 
of the business during liquidation. On that date the ledger 
of the partners showed the following balances: Cash, $105.00; 
Accounts Receivable, $10,000.00; Accounts Payable, $12,000.00; 
Notes Receivable, $5,000.00; Notes Payable, $5,000.00; Bonds, 
(owned), $5,000.00; Inventory, $13,000.00; Premium on 
bonds, $150.00; Real Estate, $3,000.00; George L. Brown, 
$5,000.00; L. J. Henry, $6,605.00; Fred S. Martin, $7,650.00. 

The trustee continued trading for six months, his trans- 
actions summarized being as follows: Purchases, $8,000.00; 
salaries, $2,000.00; general expenses, $1,000.00; all paid in 
cash. Sales, $24,000.00; cost of sales, $16,000.00; cash re- 
ceived on realization, $19,250.00; cash disbursed in liquidation, 
$14,100.00; cash received in trading (sales), $12,000.00; cash 
disbursed in trading as above, $11,000.00. 

The notes receivable realized face value; accounts receiv- 
able were assigned to a banker at 10% discount. The bonds 
were sold at 105 flat. The notes payable were paid as agreed, 
and the accounts payable were liquidated with the exception 
of one claim of $2,000.00 unsettled pending an old adjustment 
for damaged goods. Inventory at end of six months, $5,000.00; 
expenses of trusteeship, $2,100.00. 

To show the results of the trustee’s handling of the busi- 
ness, prepare Statement of Realization and Liquidation, Balance 
Sheet, Profit and Loss account and Cash account at termina- 
tion of trusteeship. 


Unit Twenty 


CORPORATION ACCOUNTING 
1. ACCOUNTING THEORY 


Corporate Transactions. Accounting for corporations 
differs from the accounting for individuals and partnerships 
only in connection with the strictly corporate transactions. 
Entries for the authorized capital stock, capital stock subscrip- 
tions, capital stock issued, capital stock transferred, organiza- 
tion expenses, bond issues, dividends, surplus, etc., are typical 
of the corporate form of organization. 


Corporate Records and Books of Account. There are 
certain records and books of account peculiar to the corporation 
and necessary in order to properly record the corporate trans- 
actions. In some states the law requires that certain records © 
of stock outstanding shall be kept. Usually the only records 
actually required are those relating to stock transfers, such 
‘3 a stock certificate book, transfer journal and a stockholders’ 
edger. 


Subscription Register. If there are but a few subscribers 
to capital stock, a proper record may be made in the corporation 
journal in connection with the subscription entry, but where 
there are many subscribers and subscriptions to capital stock 
are made over a comparatively long period of time, it is best to 
provide a subscription register in which may be recorded the 
names and addresses of subscribers, the amount of their sub- 
scriptions, and terms of payment. 


Subscription or Installment Ledger. Where there 
are many subscribers and the stock is to be paid for on a pay- 
ment or installment plan, it is best to keep a subsidiary ledger 
for accounts with subscribers. If there are only a few subscribers, 
accounts with them may be opened in the general ledger. Wheth- 
er accounts with subscribers are opened in the general ledger 
or in a subsidiary ledger, they should be charged with subscrip- 
tions to capital stock as shown by the subscription register. Of 
course, the entry is posted from the journal and not from the 
subscription register. The subscription register is not a posting 
medium, but is an auxiliary record. 

The controlling account in the general ledger for sub- 
scriptions to capital stock may be termed ‘Subscriptions to 
Capital Stock.’’ This account controls the subscription or in- 
stallment ledger. The total of the debits of the controlling ac- 
count will be equal to the total subscriptions made and charged 
eo subscribers’ accounts in the subscription or installment 
edger. 


Copyright 1922, South-Western Publishing Co. 
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Stockholders’ or Stock Ledger.* This is a subsidiary 
ledger controlled by the Capital Stock account in the general 
ledger. Some bookkeepers confuse this ledger with the sub- 
scription or installment ledger. It must be remembered that 
the subscription or installment ledger contains personal ac- 
counts with the subscribers to the capital stock; these accounts 
being debited with the amount of the subscriptions and credited 
with payments thereon. The stockholders’ ledger contains 
accounts with the stockholders (not subscribers), and it is in- 
tended as a record of outstanding or issued capital stock. 


Each stockholder’s account in this ledger should show the 
amount of stock actually issued and held. The accounts are 
credited with the amount of stock issued and debited with stock 
transferred, so that the balance of the accounts represents the 
amount of stock owned by the stockholders. 


Stock Certificate Book. This is an auxiliary book made 
up of blank stock certificates and stubs. When a certificate is 
issued, the stub should be carefully filled in giving all the infor- 
mation desired. Subscribers may be required to acknowledge 
receipt of stock by signing the stub. When certificates are can- 
celed, it is not uncommon in practice to paste the canceled cer- 
tificate to the stub. 


Transfer Register. When a stockholder sells or transfers 
a part or all of his stock, the one who acquires title to the stock 
should have the stock transferred on the books of the issuing 
corporation. Usually only a memorandum entry for transfers 
is made in the corporation journal, although, if desired, a special 
transfer register may be kept. These transfers affect only the 
accounts with stockholders in the stockholders’ ledger, and do 
not in any way affect the Capital Stock account or any other 
account in the general ledger unless the stock is being trans- 
ferred back to the issuing company as donated or treasury stock, 
or is being converted or canceled. As long as the transfer of 
stock does not affect the amount or class of stock outstanding, 
no accounts in the general ledger are affected. 


Minute Books. Minute books are usually kept for the 
purpose of recording minutes of the meetings of directors and 
stockholders. Any ordinary blank book may be used for this 
purpose, as the secretary simply records the proceedings in the 
usual way. Sometimes the minutes are recorded in the corpor- 
ation journal. 


Dividend Book. Sometimes a dividend book is kept. 
A complete record of the dividends declared and paid is entered 
therein. No special form is in use and it is seldom that a special 
book is kept, the usual plan being to simply record dividend 
transactions in the corporation journal and cash book. 


*Both terms are used. It would seem better practice to use the term 
‘Stockholders’ Ledger’? as the term ‘‘Stock Ledger’? may be confused 
with a subsidiary ledger kept in connection with book inventories of finished 
stock, the record of finished stock sometimes being termed a “Stock Ledger.” 
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Bond Register. When bonds are issued, a register may 
be used for recording the bonds issued. It is similar to a stock- 
holders’ ledger, and is designed to keep a record of and to show 
the UO of bonds sold and outstanding and by whom they 
are held. 


A combination book, or corporate record, bound or loose- 
leaf, is used by most corporation officials, and may be purchased 
at the leading book and stationery stores. This book usually 
provides space for the Certificate of Incorporation, by-laws, 
minutes of the directors’ and stockholders’ meetings, subscrip- 
tions to capital stock, capital stock issued and transfers, and 
a record of the stockholders’ accounts. 

For illustration of special ruled corporate books, see pages 
62 to 65. | 


2. CORPORATION LAW 


Definition. In a Supreme Court Decision,* a corpora- 
tion has been defined as ‘‘An association of individuals united 
for some common purpose, and permitted by the law to use a 
common name, and to change its members without dissolution 
of the association.”’ | 

A corporation is an artificial being composed of individuals 
known as stockholders, yet entirely separate and distinct from 
its stockholders. It is created under the laws of the state in 
which it is organized for an expressed purpose, combining the 
capital for the mutual benefit of the stockholders. 


Formation. Its formation is different from that of a part- 
nership. A partnership is formed by contract or agreement, 
either expressed or implied, between partners, but a corporation 
is created by the state in which it is organized and in accordance 
with the laws of that state. Persons desiring to incorporate 
must secure a charter from the state as provided by law. This 
charter bestows upon a corporation the powers specified in the 
application for a charter. It usually shows the name of the cor- 
poration, its object and purpose, amount and classes of capital 
stock authorized, place of business, and term of existence. In 
addition to these specified powers, certain general powers are 
conferred, whether specified or not. 


‘The general powers implied are: 

(a) To use a corporate seal. 

(b) To buy, hold, and sell real property. 

(c) To appoint officers. 

(d) To make by-laws. 

(e) To dissolve itself before expiration of term of 
existence. 

(f) To sue and be sued. 

(g) Todo all legal things necessary to carry out the 
expressed purpose for which it was organized. 


#108 U. S., 317,330. 
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Advantages of Incorporation. There are certain well- 
defined advantages in the corporate form of organization which 
naturally account for the great popularity of this form of busi- 
ness organization. 


1. Sufficient Capital More Easily Secured. The sale 
of stock to outside investors offers an attractive investment 
for both the small as well as the large investor. Certain in- 
vestors would be willing to risk a definite sum, small or large, 
in a corporation, but would not be willing to assume the risk 
incident to an interest ina partnership. The rights and liabilities 
of officers and stockholders being fixed by law, shares may be 
purchased without an indefinite or uncertain liability and without 
the necessity of the stockholder becoming identified with the 
management in any way if undesirable. 


2. Permanence of Organization Insured. A partner- 
ship may be dissolved at any time by the death, insolvency, or in- 
capacity of a partner, or even by a partner desiring to withdraw, 
as one cannot be forced to remain a partner against his wishes. 
A corporation is said to possess a continuous life without regard 
to changes in the ownership of the capital stock. It continues 
to exist for the term of existence specified in the charter, regard- 
less of changes of the stockholders. 


3. An Improved Organization With Better Man- 
agement. The authority and duties of the officers and direct- 
ors of a corporation are clearly defined. A corporation is man- 
aged by a board of directors chosen by the stockholders who in 
turn appoint the officers. The directors meet periodically and 
outline the general policies of the company. Officers are given 
definite powers and authority, and are responsible to the board 
of directors. The board of directors is responsible to the stock- 
holders, who meet at least annually to review the results of opera- 
tion, success of the management, and elect new directors or re- 
elect old ones for another term. Thus, it is seen, that if an officer 
proves inefficient or unsuccessful, he may be dispensed with. If 
the work of the directors is not satisfactory to the stockholders, 
new directors will be selected. In a partnership there may be 
dissatisfaction over the conduct, services, or ability of a partner, 
yet it is not a simple matter to determine upon a remedy. Ina 
corporation business may be conducted only with the duly qual- 
ified officers; persons who are simply stockholders do not pos- 
sess power to transact business with outsiders. A partner is an 
agent of the partnership and, as such, may transact business in 
the name of the firm, thus binding the other partners. 


4. Stockholders May Dispose of Stock at Will. While 
a partner cannot dispose of his interest without the consent of 
the other partners, a stockholder may sell his stock to whom 
and when he pleases. A partner cannot pledge his interest as 
security for his personal benefit. A stockholder may do so at 
will, the corporation having no voice in the matter, neither will 
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it be affected. This is an advantage of considerable magnitude, 
under certain circumstances, to the investor. 


5. Liability of Stockholders Limited. The liability 
of a stockholder, except in certain cases, is limited to the amount 
of his investment which is the par value of the stock he holds 
or has subscribed for. A partner’s liability extends beyond his 
investment and includes his personal holdings or wealth. A sub- 
scriber or holder of the capital stock of a bank is liable for double 
the amount of the par value of his stock. However, a stock- 
holder’s liability is always limited, while the liability of a part- 
ner is usually unlimited. 


Disadvantages of Incorporation. It is true there are 
many advantages in the corporate form of organization, but at 
the same time there are certain well-defined disadvantages. 


1. Powers Limited or Restricted. The powers of a 
corporation are limited to those specified in the charter. In 
some states (Illinois, for example), a corporation cannot deal 
in real estate, neither can it purchase or hold stock in another 
corporation. An individual or partnership possessess the power 
or right to do anything that is legal and not forbidden by law, 
but a corporation is given authority to do only those things 
expressly permitted under the law. 


2. Credit May be Limited. A corporation may be un- 
able to secure as much credit asa partnership. Since stockholders 
are not responsible financially beyond the par value of their 
stock, it can readily be seen that the credit rating of a corpora- 
tion may be much less than the credit rating of a similar concern 
organized as a partnership. Hence, if a corporation desires a 
certain amount of credit, it may,ybe necessary for one or more 
of the officers to endorse company notes assuming personal lia- 
bility thereon. 


3. Taxation and Supervision. Many burdens have 
been and are being imposed on the corporation, such as govern- 
ment (state and federal) requirements as to reports, fees, taxes, 
etc. The Income Tax laws have been the cause of many cor- 
porations dissolving and reorganizing in the form of a partner- 
ship, due to the fact that in many instances the law seems to be 
unfair to the corporation as compared with the partnership. 
(This will become more evident in a later study to be made of 
the Income Tax laws and their application.) 

Incorporators. The parties who file application for a 
charter or certificate of incorporation are known as the incor- 
porators. Such parties must be competent to contract, a part 
or all must be citizens of the state in which application for char- 
ter is filed, and usually each incorporator is required to be a sub- 
scriber for one or more shares of the capital stock. The incor- 
porators must all sign the application for the charter. 

Application for Charter. The application for a Certifi- 
cate of Incorporation or charter must be signed by the incorpo- 

(Continued on page 59) 
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Of tenes tts 1) aT HTH RD) ORE AIO OH ORE HOCH RH) OOH RRD OREO HOES | HOME OED OOO HOO 


Certificate of Subscription 
Gu the Secretary of State, Columbus, Ohio: 


We, the undersigned incorporators of The ..................06- 
Company, do hereby certify that onthe ...... Gayot v2 sees 


192.., all the incorporators of said Company did order, in writing, that 
books be opened for subscriptions to the capital stock of said Company, 


LO2tC ate eae o’clock, ... M.; and, at the same time, waive, in 
writing, the notice by publication of the time and place of such opening 
of books of subscription, required by law; and, further, said books 
having been opened at the time and place ordered, that ten per cent. of 
the capital stock of said Company has been subscribed. 


‘ ee tents PERM a fe ‘ eS Sey tee ee 
Note—Fee for filing Certificate of Subscription $2.00. 


ERIE: (Gabe Ore (strareraens: (pre en Matt me rt cn nl aaa tt arn arnt heme arth heme thie d hove ey) 


D4 OGY HD 1 CS OF OD) HDD 1S 1 HD 1 eH HOS t | 1 1 Sa (OMS HPSS 11 OSS OS) Hs HOS (Pa Obs pew) D+) 


These Articles of Sucorporation | 


Tet ori Getta ee Mon A asa) Ue edie enor ae Company 
WITNESSET E, Trariwe, the-undersigned 7A ae eee eee 
of whom are citizens of the State of Ohio, desiring to form a corporation, 


for profit, under the general corporation laws of said State, do hereby | 
certify: 


FIRST. The name of said corporation shall be The .............. 


inetd sks PaMBee igiclig Whalite BC tat oe aA give ee Renin at Rare re Company. | 
SECOND. Satd corporation ts to be located at .............0055. 
(City or Town) 
ep Meh APRN ects tae 41 TON, Behe Se ve en COUNTY 2 ONL DCs | 
(Street Number) 


principal business there transacted. 
THIRD. Said corporation is formed for the purpose of .......... | 


OOS Se OSS HEME OSI SDE SSO ORO SSG PRD SSO SRONSSS ETHESS DEsHEesily fp Peet eact ome See OSC OSSHO SI SSO HET CRONE TONSED (SSTH OSA EeQHEDe 


“""" FOURTH. The capital stock of said corporation shall be ........ | 
OA ESERR De BAUR AN oo Dollars: (ao hee ee ASOIGEd THI Fea ee ee 
a eat is BAL n JESROPES FOF SEU tiicic talc: cee ees Dollarst( i ae Me eke es ) | 
each. 

IN WITNESS WHEREOF, We have hereunto set our hands, this 
Pe Mehae eetan GLY Of ee aly Pe R Atk aap CeO 


ate mateo PSN Wah ea amis, be eae pat 
*‘all” or “a majority.” 


QD peor wcc eccnese: enoneent 


Fees eet ord HEE Heme aed: 
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rators and filed with the Secretary of State or other designated 
officer. The legal requirements vary in the different states. 


The Ohio law requires that the corporation must file Cer- 
tificate of Subscription and Articles of Incorporation. (See illus- 
trations on opposite page.) The Articles of Incorporation must 
be subscribed by at least five persons, the majority of whom 
must be citizens of Ohio. They may be acknowledged before 
any officer who is authorized to take acknowledgments of deeds, 
and the official character of the officer taking such acknowledg- 
ment must be certified to by the Clerk of the Court of Common 
Pleas of the county in which the acknowledgment is made. 
Subscription books must be opened, and at least 10% of the 
capital stock must be subscribed at the date of filing the Articles 
of Incorporation. 


Stockholders. All parties holding stock of a corporation, 
or who have subscribed for stock and their subscription has been 
accepted, are known. as stockholders. In order to possess all 
the rights of a stockholder of record, the party holding stock 
must have his ownership duly recorded on the books of the issu- 
ing company. If a party purchases stock from a stockholder, 
such stock must be transferred on the books of the issuing com- 
pany before he is entitled to a certificate of stock in his own name, 
to vote, or to be entitled to a share in the dividend. The rights, 
powers, and liabilities of the common stockholders, while de- 
pendent largely upon the laws of the state and the by-laws of 
the corporation, may be generally summarized as follows: 


(a) Rights— 

1. To be notified of the annual or any special meet- 
ings and to participate in all meetings of the stockholders. 

2. Tocast one vote for each share of stock held, 
either in person or by proxy. 

3. To share in the dividends declared on the 
common stock in proportion to the amount of common 
stock owned. 

. To share in any assets remaining after liqui- 
dation of all liabilities, in case of dissolution, in propor- 
tion to amount of common stock owned. 

5. To examine the books and records of the cor- 
‘poration, though this right has practically become re- 
stricted to the right to examine the stockholders’ ledger. 

6. To sell the assets or property of the company. 


(b) Powers— 

1. To adopt and amend the by-laws. 

2. To elect the board of directors. 

3. To amend the Articles of Incorporation as pro- 
vided by law. 

4. To dissolve the company. 

To exercise all special powers conferred by 

the Articles of Incorporation. 
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(c) Liabilities— 

1. For any installments remaining unpaid upon 
stock subscriptions, either to the issuing company or to 
its creditors. 

2. For the amount of the discount received on 
stock purchased, to the company’s creditors. 

3. For an amount equal to their original subscrip- 
tion to the stock of a national bank, and usually of a 
state bank or trust company, in case of insolvency of 
the company. 

4. For dividends paid from capital instead of 
from earned profits, to creditors of the company. 


Directors. The stockholders elect a board of directors 
which is charged with the management and direction of corpor- 
ate affairs. It will readily be seen that it would be impracticable 
for all the stockholders of a large corporation to meet periodi- 
cally or at special times to decide upon questions in connection 
with the direction and management of affairs; hence, the stock- 
holders elect a board of directors, who are responsible to them 
for the proper management of the corporate affairs. The direct- 
ors are held to be the agents of the corporation. 

A board of directors usually consists of three or more stock- 
holders. Where the board is composed of a large number of 
persons, it is customary to appoint an executive committee of 
from three to five members of the board, who are given authority to 
administer the affairs of the corporation. Of course, the executive 
committee is responsible to the board of directors for their actions. 


Rights of Directors. Directors possess the right— 

1. To manage the corporate affairs. 

2. To elect the corporate officers. 

3. To voteon all matters coming before the board 
in an official manner, each director casting one vote in- 
stead of casting a vote for each share of stock owned. 

4. To declare and fix the amount of dividends. 

5. To execute corporate contracts unless this right 
has been conferred upon the officers. 

6. To examine the books of account and all 
records of the corporation. 

7. Toallotshares of stock toapplicants. The board 
as a whole, and not a committee, possesses this power. 


Liabilities of Directors. The liabilities of directors are 
fixed by the state statutes. They are generally held liable— 
I. For gross negligence in managing the corporate 
affairs. 
2. For selecting officers who are not qualified for 
the positions to which they are elected. 
3. For failure to use ordinary care and exercise 
diligence in supervising the acts of the officers after 
they are selected. 
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4. For issuing stock as fully paid when it is not 
in reality fully paid. 

5. For declaring dividends out of capital instead 
of from profits. 


Officers. The board of directors appoints the officers. 
Usually a president, vice-president, secretary and treasurer are 
appointed as executive officers. Often one man holds two 
positions. All the officers are responsible to the board of directors 
and receive their instruction from the board. They have no 
authority whatever other than to perform the duties imposed 
by the by-laws of the corporation and the statutes of the state. 
They are generally liable for fraud or misrepresentation, or for 
exceeding the rights and powers conferred by the by-laws of 
the company or the statutes of the state. 


Compensation of Officers and Directors. The general 
officers of a corporation, including the directors, are supposed 
to serve in their capacities as such without compensation. There- 
fore, if officers and directors do serve in this capacity only, with- 
out having received compensation, or without an agreement to 
the effect that they are to receive compensation, they cannot, 
without consent of the stockholders, be voted salaries as back 
pay. Todo so would be to give away corporate funds. If 
an officer renders special service in addition to the ordinary 
functions of his office, there is an implied promise to pay for 
such service, and in cases of this kind the directors have the 
right to fix the amount of the compensation. As a rule, stock- 
holders reserve the right to themselves to fix the salaries of the 
general officers, and they leave to the directors the right to fix 
the salaries of all other employes. 


3. ACCOUNTING PRACTICE 


Recording Corporate Transactions. Accountants are 
frequently asked to devise accounting systems and to open the 
books of the corporation at the time of its organization. While 
a combination corporate book, such as is described on page 
55, may often be used with satisfactory results, yet, in many 
instances, it is advisable to devise corporate records with special 
rulings. In order to illustrate certain corporate records and 
books of account, we will assume the following transactions, 


Proposition A 


Transaction One. The Central Manufacturing Com- 
pany was incorporated January I, 1920, under the laws of the 
state of Ohio, with an authorized capital stock of $250,000.00, 
consisting of 2500 shares of the par value of $100.00 each. A 
subscription book had been opened and subscriptions to capital 
stock received, as shown in the illustration on page 62. 


Transaction Two. January 2, 1920, following the filing 
of Articles of Incorporation, the subscribers to capital stock were 
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assessed one-half the amount of their subscriptions. Certificates 
of stock are not to be issued until stock is fully paid. 

Transaction Three. March 1, 1920, the subscribers 
settle for the balance due from subscriptions to capital stock 
as follows: 


ChassiPra tes Wik sce ene $25,000.00 
He Weublenty ian stan ee eer 25,000.00 
Ts! Bo Were a Toes chee at a 15,000.00 
Dou kay Lillo tsOn Heya yor eee 2,500.00 


By agreement, Henry L. Hunt gives a ninety day note, 
with interest at 6%, for the balance due on his subscription. 
Stock certificates are issued. 


Transaction Four. July 1, 1920, J. F. Ward sells 50 
shares of his stock to J. E. O’Brien. The stock is transferred 


on the books of the company, and a new certificate issued to 
J. F. Ward for 250 shares. 


SUBSCRIPTION REGISTER 
THE CENTRAL MANUFACTURING COMPANY 
Cincinnati, Ohio 

To be incorporated under the laws of the State of Ohio with an author- 

ized capital stock of $250,000.00, divided into 2,500 shares with a par value 
of $100.00 each. 

We, the undersigned, hereby severally subscribe for and agree to take 

at par, at the terms indicated, the number of shares of the capital stock of 

The Central Manufacturing Company set opposite our respective signatures. 


| No. Am’t. 


Date Name Address Shares | Sub’d. Terms 
1920 
Jan. 1 |Charles Pratt |Leavenworth, Kans.| 500 | $50,000 | On demand 
1 |H. W. Henry |Canton, Ohio 500 50,000 | On demand 
1 |J. F. Ward Akron, Ohio 300 30,000 | On demand 
2 |Henry L. Hunt |St. Louis, Mo. 150 15,000 | On demand 
2 |L. G. Tillotson |Cleveland, Ohio 50 5,000 | On demand 


Corporation Journal. The illustration on page 63 shows 
an especially ruled corporation journal. If the capital stock 
were partly common and partly preferred, additional columns 
should then be ruled for the preferred stockholders’ ledger, with 
provision for showing the number of each certificate and number 
of shares issued or transferred. It is assumed that proper 
entries for cash receipts and payments are made in the cash 
book. However, a memorandum entry is made in the corpo- 
ration journal for all cash transactions when they constitute 
strictly corporate transactions. 


Stockholders’ Ledger. In the illustration on page 65, 
there is shown three accounts with stockholders. Space did 
not permit illustrating the accounts with all the stockholders. 
However, the object of the illustrations is to show the proper 
heading and ruling of the stockholders’ ledger rather than the 
entries affecting the accounts therein. 


Stock- 
holders’ 
Ledger, Dr. 


No. | No. 
Cert. |Shares 
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General 
Ledger 


Dr. 


3 | 300 


CORPORATION JOURNAL 


Explanation 


Jan. 1, 1920 


$250,000.00} Unissued Capital Stock..... 


Authorized Capital Stock | $250,000.00 


The Central Manufactur- 
ing Co. was incorporated 
this date under the laws of 
the State of Ohio, with an 
authorized capital stock of 
$250,000.00, divided into 
2500 shares with a par value 
of $100.00 each. 


150,000.00 |Subscriptions to Capital Stock 


7,500.00 


150,000.00 


Capital Stock Subscribed 

Subscriptions to capital 
stock as per subscription 
register. 

Jan. 2, 1920 

Subscribers to capital 
stock were assessed one-half 
the amount of their subscrip- 
tions. By agreement no cer- 
tificates of stock are to be 
issued until stock has been 
fully paid for. (See cash 
book for entries on account 
of cash received from sub- 
scribers.) 

March 1, 1920 

Note Receivable........... 

Subs. to Capital Stock... 

Henry L. Hunt settles for 
balance due on his subscrip- 
tion by giving a ninety day 
note with interest at 6%. 


(See cash book for receipts 
from capital stock subscrib- 
ers for balance due on their 
subscriptions.) 


Capital Stock Subscribed... 
Unissued Capital Stock .. 
Certificates issued as follows: 
Charles Pratt 
H. W. Henry 
J. F. Ward 
Henry L. Hunt 
L. G. Tillotson 
July 1, 1920 
J. F. Ward, Cert. canceled 
J. E. O’Brien, Cert. issued 
J. F. Ward, Cert. issued 
J. F. Ward sells 50 shares 
of his stock to J. E. O’Brien. 


General 
Ledger 


Cr; 


150,000.00 


7,500.00 


150,000.00 


WaPWN & 
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A. THEORY QUESTIONS 


1. What are the distinguishing characteristics of the cor- 
poration as compared with other forms of business organization? 
What principles does it cover, and what, if any, are its disad- 
vantages? Inst. Ex. 


2. (a) What books of record are necessary in addition 
to the books of account for a corporation existing under the 
laws of your state? 

(b) Of what value would such records be for the purpose 
of an audit? Inst. Ex. 


3. Can surplus be created in any way other than through 
profits earned from operations? Explain. Inst: ix 


4. Explain fully and state how accounts should be carried 
upon the books with: 
(a) Authorized Capital Stock. 
(b) Unsubscribed Stock. 
(c) Treasury Stock. 
(d) Preferred Stock. 
(e) Common Stock. 


5. A company has acquired, by purchase in the open mar- 
ket at $85.00 per share, 100 shares of its own capital stock, par 
value $100.00 per share. Its Balance Sheet shows ‘Treasury 
Stock, $8,500.00.” Is this correct? If so, why? If not, state 
how you would adjust. C. P. A. Ex. 


B. LEGAL QUESTIONS 


I. (a) Define a corporation. (b) What general power 
does every corporation possess? (c) Distinguish between 
capital and capital stock, and explain the nature of a share of 
stock. (d) What are by-laws and who are bound by them? 

Cy Peeve 


2. Have directors of a corporation the right to rescind, 
alter or amend by-laws adopted by stockholders? If so, under 
what conditions? If not, why not? CoB yAwux 


3. To what extent may directors delegate their powers to 
an executive committee? Give reasons for your answer. 
Inst. Ex. 


4. Have directors the power to vote or pay increased sal- 
aries to officers for past services rendered in the usual and ordi- 
nary course of business? Give reasons for your answer. Inst. Ex. 


5. (a) What right has a stockholder to a share of the 
profits of a corporate business? (b) Has a stockholder a right 
to examine the books of a corporation? If so, for what purpose? 

Inst. Ex. 
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C. ACCOUNTING PROBLEMS 


1. Frame any entries (in journal form) necessary to record 
the action of the directors as it appears in the minutes of the 
meeting of August 15, 1923, of which the following is a synopsis, 
and the action of the officers taken pursuant to authority con- 
ferred on them by such minutes: 


The treasurer reported that the profits for the year as au- 
dited amounted to $59,287.00. Voted that a dividend of $40, 
000.00 be paid on October 1 to the stockholders of record Sept- 
ember 15, and that $10,000.00 of the profits be appropriated 
as a reserve for relief of employes disabled while in the service 
of the United States and invested in Liberty bonds. 


The treasurer reported that he had an offer of $1,000.00 
in settlement of a debt of $3,000.00 of the A. B. C. Company, 
which had been written off as uncollectible in 1920. He was 
authorized to accept the offer in full settlement. 


The president reported that he had received tenders for 
new building planned in the amount of $185,000.00. He was 
authorized to execute a contract accordingly. 


The president reported that a firm of bankers had offered 
to purchase $200,000.00 of the company’s twenty-year five per 
cent. bonds to be dated October 1, 1923, at 93 and accrued int- 
erest. He was authorized to accept the offer and deliver bonds 
on that date. Inst. Ex. 


2. As on January I, 1905, a corporation is formed for 
the purpose of acquiring and conducting a cemetery, and starts 
business on that date with a capital stock of $100,000.00 paid 
for in cash. The company first purchases forty acres of land 
within easy access of a large city, paying for same at the rate of 
$1,000.00 per acre. It proceeds to expend considerable sums of 
money in the purchase and planting of trees and shrubs, laying 
out drives, and pathways, sodding, building of glass houses, 
etc. The policy of the company is to withhold the selling of 
burial lots. until after January I, I915, so as to allow the trees 
and shrubs to become more fully grown and in the expectation 
that with the growth of the city their property will become 
more valuable. 

In the year 1915, the company commences selling burial 
lots, and all lots are sold under a special provision whereby the 
company agrees to apply fifty per cent. of all cash received on 
sales in the purchase of four per cent. bonds until a total of 
$150,000.00 of such bonds shall have been so purchased. The 
agreement further provides that after all the lots have been 
sold, the company will wind up its affairs and the above bonds, 
amounting to $150,000.00, shall be given to the city, which 
shall use the income of such bonds for keeping up the cemetery. 
It is the custom of the company not to purchase bonds until 
after the close of each fiscal year and after the total sales of 
that year have been determined. 
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March, 1920, the directors of the company find that, while 
they believe the books to be in balance, no proper entries have 
been recorded showing the total cost of their investment, and 
that no entries have been made with respect to the fund of 
$150,000.00 from which said bonds are to be purchased. While 
cash dividends have been declared and paid, the directors are 
in ignorance of what their profits actually have been, and how 
much of the dividends so received have been out of their profits 
and how much in the nature of liquidating dividends repre- 
senting a return of their original investment. They, therefore, 
employ a Certified Public Accountant to determine all these 
matters, and to make the necessary entries on their books, and 
render report to them. 

After determining the clerical accuracy of the books, the 
accountant draws off the two Trial Balances given below, and 
from them prepares the necessary entries and obtains the in- 
formation required by the directors. 


Trial Balances 


Debits wlan S TPelOvsa. ala loeO 
Real Estate rsa ale ss Ae $ 40,000.00 $ 40,000.00 
LIPTOVEMENTS Watery (le nonen eae 45,000.00 45,000.00 
Bonds Canvey eo eld ela ators ence Ika eee nee 125,000.00 
Administration Expense............ 20,000.00 46,000.00 
Upkeep of Gemetervir ws vie aa ee ae 45,000.00 
Dividends! paid: ee CMe lina aW Wii e ene na ntaene a 130,000.00 
CASTS alla iectayerbe Rue tats Sty eLDniL sa Ri aeate 7,000.00 40,800.00 
$112,000.00 $471,800.00 

Credits 
Interest (4% on unexpended cash).. $ 12,000.00 $ 12,000.00 
Bond Tnterestaccoiunt (62a tren ites Pee enor 9,800.00 
Sale of [ots site eee eo ere ae eta ony te 350,000.00 
Capitalistock stews eat 100,000.00 100,000.00 


$112,000.00 $471,800.00 


During the course of the audit the accountant ascertained 
that sales for the year 1917 amounted to $240,000.00 and, in 
accordance with the provision, 50% of this sum was invested 
in bonds. The following year, the sales amounted to 
$110,000.00 but for some reason only $5,000.00 was invested 
in bonds. 

The credit to the Bond Interest account is the result of 
interest at 4% on the bonds amounting to $120,000.00 for 
a period of two years and on $5,000.00 for a period of one year. 

An inventory of unsold lots on January I, 1920, shows 
ten acres of equally desirable character with that already sold. 
Prepare closing entries, Statement of Profit and Loss for the 
period, and a Balance Sheet as of January 1, 1920. 

GPUS 


Unit Twenty-One 


CORPORATION ACCOUNTING 
1. ACCOUNTING THEORY 


Treasury Stock. A corporation frequently comes into 
possession of its own capital stock. This may come about 
through purchase, donation or forfeiture. In some states a 
corporation is not allowed to purchase its own capital stock. 
For instance, in Missouri the law provides that a corporation 
may not purchase its own capital stock but may acquire it 
in consideration of the surrender of a past due note provided 
such action is clearly in the interest of the corporation. The 
stock thus acquired may then be sold at whatever price it will 
command. 

Stock may be purchased when not forbidden by law. The 
corporation may purchase its own capital stock with possibly 
either of two objects in view. The object may be to reduce 
the amount of capital stock outstanding, thereby reducing the 
capital liability. This may occur at a time when the stock 
may be purchased at a discount. It is not likely that a corpora- 
tion would purchase its own stock at par or at a premium with 
the object of reducing the capital liability. Another instance 
for acquiring its own capital stock is probably due to an arrange- 
ment with stockholders in the form of an agreement to purchase 
the capital stock under certain contingencies. For instance, 
the corporation may agree with employes to sell a certain amount 
of capital stock and may further agree to purchase the capital 
stock at an agreed valuation at any time when the holder leaves 
the employ of the company. In this case, the stock might be 
acquired at par or at a premium. 


Donation Stock. Stockholders may donate a part of 
their holdings back to the issuing company. In some cases, 
there is an agreement to this effect at the time of organization, 
or when property is purchased at an overvaluation. The cor- 
poration may acquire a plant and agree to give the owner 
$100,000.00 in capital stock, common, though in reality the 
plant is actually worth but $75,000.00. It is agreed, however, 
that the owner is to donate back to the company $25,000.00 of 
the stock to be placed in the treasury and sold at whatever it 
will command, and this sum is to be used as additionai working 
capital. It will readily be seen that action of this kind is in- 
tended to evade the law. The stock having been issued as 
fully paid stock and donated back to the company as treasury 
stock may be sold at a discount, and the purchaser thereof 
will not be liable either to the corporation or to the corporate 
creditors for the difference between the price paid and the par 
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value of the stock. It is true that donation stock does not neces- 
sarily represent stock issued in consideration of property that 
has been overvalued. It may represent stock that was actually 
paid in full, but the stockholders finding it advisable to raise 
additional working capital may agree to donate a certain part 
of their holdings back to the company for the purpose of raising 
working capital or for some other purpose. 


Forfeited Stock. Subscribers may forfeit stock that has 
been partially paid for. A stockholder may subscribe for 
¢5,000.00 worth of stock at par, agreeing to pay for it on an 
installment plan. In case he fails to meet the installments as 
they fall due, he may forfeit his stock or, rather, forfeit his 
title to stock for, in reality, the stock is usually not issued 
until it has been paid for in full. 


Thus, it will be seen that a corporation may acquire its 
own capital stock either through purchase, donation or for- 
feiture, and there are certain accounting principles to be com- 
prehended. There should be a distinction in the accounts of 
stock acquired through purchase, donation or forfeiture. Many 
accountants consider stock purchased and stock donated in the 
same light, classing it as treasury stock and charging it to the 
same account, thereby making no attempt to distinguish be- 
tween stock acquired by purchase and stock donated. It would 
seem to be better practice to keep separate accounts for these 
two classes of stock. Stock actually purchased might be termed 
true ‘“‘treasury stock,’’ while stock donated might be termed 
“donation stock.’’ Stock that has been forfeited should not 
be classed as treasury stock. Having never been fully paid, 
it cannot be sold at less than par value in most states. Further- 
more, the purchaser of forfeited stock at a discount would be 
liable for the difference between the price paid and the par 
value. 


Accounting for Stock Acquired by the Issuing Com- 
pany Through Purchase. Authorities do not agree as to 
the proper method of recording capital stock acquired by the 
issuing company through purchase. Some accountants hold 
that it should be recorded at cost and some hold that it should 
be recorded at its estimated market value, while others hold 
that it should be recorded at par value. 

Walton claims that ‘‘Treasury stock is a reduction of capital 
stock for the time being. In the Balance Sheet it should always 
be shown as such by being deducted from the total capital, thus: 


Cantal Stock weemer $100,000.00 
Less Treasury Stock.. 15,000.00 $85,000.00 


“In this way the total capital is shown and at the same 
time the actual stock outstanding. If the treasury stock is 
carried in any other way than at par, this offset cannot be made, 
since offsetting items must be of the same character. 
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Premium on Treasury Stock. “If treasury stock is 
bought at a premium, the stockholder who sells it to the com- 
pany has really sold two things—a certain number of shares 
of stock and his undivided interest in the surplus of the company. 
If the company has paid him that portion of the surplus, the 
proper entries to make would be a charge to Treasury Stock of 
the par value of the stock bought and a charge to Surplus of 
the premium paid. 


Discount on Treasury Stock. ‘‘When its own stock is 
bought by a company at a discount and placed in the treasury 
at par, it might at first sight appear as if they had made a 
profit on the purchase and that Surplus should be credited with 
the amount of the discount. The case is not the exact opposite 
of the purchase of treasury stock at a premium. The premium 
having been paid in cash represents an actual loss to the com- 
pany of a certain portion of its surplus. The discount not having 
been received in cash does not represent a realized profit, and 
unless the stock can be shown to be unquestionably worth 
par, it does not represent any profit at all. The proper treat- 
ment of the discount is to credit it to ‘Contingent Profit on 
Stock,’ or to some other account which will clearly indicate 
that it is not a real profit. When the stock is sold, the difference 
between par and the price realized would, if a discount, be 
charged, and if a premium be credited to the Contingent Profit 
account and the balance of that account would then be an 
actual realized profit or loss as the case may be.”’ 


While Walton’s ideas seem to be the more sound and the 
more practical, it is only just to quote what Bennett, who is 
considered quite an authority on corporation accounting, has 
to say. “‘The Treasury Stock account should be debited with 
the capital stock issued by a corporation and subsequently 
acquired at cost of stock purchased. The account should be 
credited with the value at which the shares were charged to 
this account. The balance of the account is an asset and should 
represent the cost of treasury stock owned. Treasury stock 
differs in no wise from the other stock outstanding except 
that, while in the treasury, it has no vote and cannot draw divi- 
dends. The voting stock is represented by the outstanding 
shares less the treasury shares owned.”’ 


It will be noted that Bennett admits that the voting stock 
represents the difference between the outstanding stock and 
the amount of stock held in the treasury. However, his plan 
seems to be to consider treasury stock an asset to be listed as 
such on the Balance Sheet, while Walton considers treasury 
stock a deduction from the outstanding capital stock on the lia- 
bility side of the Balance Sheet. While the results obtained are 
the same under both plans; yet it is more logical to record treasury 
stock at its par value. When the stock was originally issued 
it was recorded at par. At the time of its purchase it should, 
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therefore, be recorded at par also, and the difference between 
the purchase price and the par value should be reflected either 
in the Surplus account or in a Contingent Profit and Loss 
account. 

If the stock is purchased at a premium, such premium 
undoubtedly represents the stockholder’s share in the surplus, 
hence he is really paid for his stock at par, and in addition is 
given his share in the surplus on such stock; therefore, the 
amount of the premium should be charged to the Surplus ac- 
count. If, on the other hand, the stock is purchased at a dis- 
count, it cannot be said that the company has acquired surplus 
and that the Surplus account should, therefore, be credited with 
the amount of the discount. Instead, the company has made 
a contingent profit realizable only in the event of resale of 
stock above its cost. Such discount should, therefore, be con- 
sidered as a contingent profit and should be credited to Dis- 
count on Treasury Stock. It does not represent an earned profit 
available for dividends. 


Accounting for Stock Donated to the Issuing Com- 
pany. While it is true that donation stock is similar to treasury 
stock and might be so classified in the accounts, it would seem 
to be better to make a distinction between stock purchased by 
the issuing company and termed ‘‘treasury stock’’ in ‘the above 
discussion. ‘To accomplish this purpose, stock acquired by 
gift may be charged to a Donation Stock account. Since the 
stockholders usually specify the purpose for which the stock is 
being donated, this would be a consideration in determining the 
proper account to be credited. 

If the stock donated to the issuing company represents 
an overvaluation of property or good will paid for by issuing 
original stock, such donation stock should be credited to Property 
or Good Will accounts, thereby reducing them’ to their actual 
value. It would be very poor practice to credit Surplus for the. 
proceeds from the sale of donation stock and permit good will 
or other assets to remain on the books at an inflated value. 

If, on the other hand, the assets are not inflated, and the 
true purpose of the donation of stock is to provide working 
capital, the customary procedure is to credit Donated Working 
Capital. Like treasury stock, donation stock should be recorded 
on the books at par value. At the time it is acquired, debit 
Donation Stock and credit Donated Working Capital. If it 
is subsequently sold at a discount, the Donation Stock account 
should be credited for the par value and the discount should 
be charged to the Donated Working Capital account. This 
can be done either directly at the time of the sale of the dona- 
tion stock, or if desired, a separate account may be set up with 
Discount on Donation Stock, and this account can be closed 
into the Donated Working Capital account at the end of the 
fiscal period. Donation stock nearly always sells at a discount— 
seldom at par. The account with Donated Working Capital 
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will show the actual amount of working capital raised after 
all donation stock has been disposed of. This is clearly indicated, 
because this account is credited with the par value of donation 
stock acquired and debited with the discount on donation stock 
sold, consequently, the cash received from the sale of donation 
stock is just equal to the balance of the Donated Working Capi- 
tal account after all donation stock has been sold. 

The amount realized from the sale of donation stock is, in 
reality, an addition to surplus. It would not be wise, however, 
to credit it direct to the Surplus account and to consider it 
available for dividends. If it were distributed in the form of 
dividends, the stockholders would lose the benefit expected to 
accrue from the donation at the time it was made. In other 
words, if the surplus acquired through the sale of donation 
stock is distributed in the form of a dividend, the stockholders 
have simply sold their holdings to others and the company 
has not benefited in the least. Since the stock was acquired by 
gift and cost nothing, it will readily be seen that whatever is 
realized upon the sale thereof is truly a profit, but it should 
be considered as a permanent surplus not available for divi- 
dends. It is not infrequent that stockholders in making a dona- 
tion of capital stock specify that the receipts from its sale are 
not to be available for dividends. Therefore, in the Balance 
Sheet the surplus would be shown in two divisions. Profits 
realized from the sale of donation stock would be stated as 
permanent surplus, while the earned profits from operations 
only would be available for dividends to be distributed subject 
to the action of the board of directors. 


Accounting for Stock Forfeited by Subscribers. In 
some states the law provides that whatever installments may 
have been paid by the subscriber must be returned to the pur- 
chaser in case of default. In other states the law provides 
that a part, whether that above the expenses incurred in the 
handling of the transactions or a specified proportion of the 
amount paid in, must be returned to the purchaser; while 
in other states the law provides that the subscriber, in case 
of default in payments due on stock, forfeits all payments pre- 
viously made thereon. 

The law of the State of New York provides that “If de- 
fault shall be made in the payment of any installment, the 
board may declare the stock and all previous payments thereon 
forfeited for the use of the corporation after the expiration 
of sixty days from the service on the defaulting stockholder, 
personally or by mail directed to him at his last-known post 
office address, of a written notice requiring him to make pay- 
ment within sixty days from the service of the notice at a place 
specified therein, and stating that, in case of failure to do so, 
his stock and all previous payments thereon will be forfeited 
for the use of the corporation. Such stock, if forfeited, may be 
reissued or subscriptions therefor may be received as in the case 
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of stock not issued or subscribed for. If not sold for its par 
value or subscribed for within six months after such forfeiture, it 
shall be canceled and deducted from the amount of the capital 
stock.” 

Forfeited stock should be charged to Unissued Capital 
Stock rather than to Treasury or Donation Stock. Payments 
forfeited by the subscriber constitute surplus. Such payments 
are usually held to be a permanent addition to surplus and not 
available for dividends, though it is doubtful if there can be 
any legal objection to distributing such surplus in the form 
of dividends. 


Bonus Stock. To promote the sale of stock, bonds, or 
other securities, a corporation sometimes offers a bonus in the 
form of capital stock. For instance, one share of common 
stock may be given as a bonus with each share of preferred 
stock sold at par. Stock given as a bonus is usually taken from 
treasury stock or donation stock. An account with Bonus 
Stock should be opened and this would be charged with the 
par value of the stock given as a bonus, and Treasury Stock 
or Donation Stock would be credited, provided such stock was 
originally charged to the Treasury Stock or Donation Stock 
accounts at par. If such treasury stock or donation stock had 
been set up at cost, then the Bonus Stock account would be 
charged at the same price, and the difference between the cost 
price and the par value would be charged to Discount on Capital 
Stock or some other similar account. The value of the stock 
given as a bonus is usually considered an organization expense 
and as such is written off over a period of years; that is, it 
is treated as a deferred expense. 

It is not often that original capital stock is given as a 
bonus, for the reason that the holder thereof would be liable 
for the full par value of the stock. Instead of acting as an induce- 
ment to purchasers of stock, bonds, or other securities, it might 
have just the opposite effect. Regardless of whether bonus 
stock represents original capital stock, treasury stock, or dona- 
tion stock, it must appear on the books as outstanding capital 
stock at par value. 


Increase in Capital Stock. A corporation may increase 
the capital stock by complying with state regulations. Such 
stock is disposed of in the usual way, the same as stock issued 
at the time of the organization of the corporation. No difficult- 
ies are encountered in the accounting procedure. The stock 
is usually sold at par, though it may sell at a premium. Cash, 
or whatever is received in payment of the stock, is debited and 
Capital Stock credited. 


To illustrate: Assume that the Goodell Manufacturing Co. 
decides to increase its capital stock and an authorized increase 
of $100,000.00 par value is provided for. The stock is sub- 
scribed and paid in cash. 
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(a) Unis’d Capital Stock... ..$100,000.00 
Auth’d Capital Stock $100,000.00 
Increase in capital 
stock authorized. 


PE reer Sheet th aol dette ay oa ha. 100,000.00 
Unis’d Capital Stock. 100,000.00 


Stock sold at par. 


A corporation may increase its capital stock outstanding 
by declaring a stock dividend out of surplus instead of paying 
a cash dividend. This is commonly referred to as “‘cutting a 
melon.”’ 

To illustrate, assume that the Goodell Manufacturing Co. 
has authorized capital stock outstanding amounting to $200, 
000.00 and a surplus of $100,000.00. The directors meet and 
pass a resolution declaring a stock dividend of 25% payable 
out of surplus, at the same time authorizing application for 
an increase in the authorized capital stock of $50,000.00, the 
increase to be used in paying the dividend declared. The entries 
in journal form follow: 


(ANMIIL DIS tae ete arta aoe $25,000.00 
PI ViGendast te man ies a. $25,000.00 
Dividend declared. 

(DyeeUinis diGanitarotocky 2. ; 25,000.00 
Auth’d Capital Stock 25,000.00 


Increase in capital 
stock authorized. 


(Cie Wividentains seers leek. 425,000.00 
Unis’d Capital Stock... _ 25,000.00 
Stock issued in payment 


of dividend, 25%. 


Decrease in Capital Stock. A reduction in capital stock 
may be made after being authorized by the proper state official 
and by complying with state statutes. The object of a decrease, 
in the outstanding capital stock is to eliminate a deficit occasioned 
by losses. Such action does not affect each stockholder’s interest 
in the business, as there is no change in the actual! assets, but 
it results in a book profit equal to the amount of the decrease 
and this book profit is an offset to the amount of the deficit. 
If the reduction is greater than the deficit, the excess is a credit 
to Surplus, though it is doubtful if such surplus should be con- 
sidered available for dividends. 

Assume that the Goodell Manufacturing Co. had a deficit 
of $25,000.00 and it had been decided to decrease the out- 
standing capital stock $35,000.00. 


Capita tOCk (runt at aeece caus, f $35,000.00 
Deficit or Profit and Loss... $25,000.00 
Surplus (permanent)...... 10,000.00 


Decrease in capital stock outstanding. 
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2. CORPORATION LAW 


Liability to Subscribers. Subscriptions to capital stock 
of a corporation may be made before or after incorporation. 
A subscription made before incorporation is an agreement to 
subscribe for stock. It is a contract entered into between the 
subscriber and incorporator or promoter and not between the 
subscriber and corporation, because the corporation, as such, 
does not exist until after Articles of Incorporation have been 
filed with the secretary of state or the proper official. A sub- 
scription to capital stock after incorporation is a contract 
between the subscriber and the corporation. 


Conditional Subscriptions. A subscription may be con- 
ditional. The conditions may be expressed or implied. If the 
agreement is ‘‘to subscribe for stock when the books are opened,’ 
or ‘‘to pay for stock subscribed when the whole amount of 
stock agreed upon is subscribed for,’’ such agreement constitutes 
a conditional subscription, such conditions being expressed. 

If the statutes require that a part payment must be made 
on subscribed stock at time of subscription but the subscriber 
fails to make payment, such failure does not always make the 
agreement void. The courts, in some cases, have held that the 
corporation may waive the condition if it desires to do so. The 
theory of these decisions is that the provision is for the benefit 
of the corporation only. 


Liability for Breach of Subscription Agreement. If 
a subscriber who has agreed to subscribe for stock when the 
books are opened for subscription fails to do so, he cannot be 
held liable for the entire amount of his subscription but only 
for any damages the corporation may suffer as a result of his 
breach of subscription agreement. 


Misrepresentation and Fraud. A subscriber is supposed 
to have informed himself regarding the nature of the subscrip- 
tion paper which he signs. He is also supposed to have investi- 
gated the charter and by-laws of the corporation and to be 
familiar with the statutes governing corporation organization. 
He cannot claim misrepresentation as a ground for avoiding 
his subscription contract. 

Of course, if he can prove that he was fraudulently induced 
to become a subscriber to the capital stock or a member of the 
corporation, he can avoid his subscription or withdraw from the 
corporation. He must report such fraud immediately upon 
discovery, for he cannot remain a member of the corporation 
while business is good, knowing that fraud has been committed, 
and then use it as a means of withdrawing when the corpora- 
tion becomes financially embarrassed. 
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When a Subscription may be Withdrawn. A subscriber 
may withdraw his subscription any time before the company 
is organized. Death revokes a subscription unless it has become 
legally binding before the subscriber died. After the company 
has been organized, the subscriber cannot withdraw his sub- 
scription, neither is he released from his subscription by the 
fact that another subscriber, whose subscription induced him 
to subscribe, has since unlawfully withdrawn his subscription. 
A subscriber is released from all obligations if any alterations 
are made in the Articles of Incorporation or there is an attempt 
made to transfer the subscription to a new company without 
his consent. 


Liability on Stock Purchased at a Discount. If a 
subscriber purchases stock at a discount, he may be held liable 
for the difference between the purchase price and par value of 
the stock subscribed. Even if there has been an agreement be- 
tween the subscriber and corporation that the stock is not 
to be paid for in full, and the stock is issued as fully paid, such 
agreement may not prove to be valid as against the corporation’s 
creditors. If the corporation is not able to meet its obligations, 
the subscriber may be forced by the creditors to pay full par 
value for all stock subscribed. 


Liability on Subscriptions to Bank Stock. In the 
case of a subscription to bank stock, the liability is for double 
the par value. To some extent, this accounts for the fact that 
bank stock frequently sells, originally, for more than par value, 
the premium being a credit to surplus. It is not infrequent 
that a bank will begin business with a paid-in surplus almost 
or as great as the amount of capital stock issued, even though not 
a cent of earned surplus has resulted from operations. 


Exchange of Property for Capital Stock. If stock is 
paid for by transferring title in property, it is generally held 
that as long as there is no actual fraud in determining the 
value of the property, whatever price it is taken at, shall be 
final,and the subscriber is released from further liability to the 
corporation or its creditors. This is true even though the prop- 
erty may be overvalued. In certain instances, however, it has 
been held that overvaluation of property transferred in payment 
of stock is prima facie evidence of fraud. In such cases, the 
discrepancy would have to be satisfactorily explained or made 
up by the subscriber. The term ‘‘property’’ may include good 
will, patents, franchises, copyrights, trade-marks, and other 
intangible assets. 


3. ACCOUNTING PRACTICE 


To illustrate the principles discussed herein, there follows a 
solution of a problem taken from a recent C. P. A. Examination. 


78 PUBLIC ACCOUNTING AND AUDITING 


Proposition A 


J. B. Brown and L. C. Smith are partners and, in order 
to raise more capital and to preserve the organization, they decide 
to incorporate. A company was duly incorporated under the 
name of The Eclipse Company, with an authorized capital 
of $800,000.00, divided into 8,000 shares of the par value of 
$100.00 each. 

The partners agreed to sell for the sum of $800,000.00, 
payable in capital stock of the corporation at par, all rights 
to and title in the net assets of the partnership, exclusive of the 
cash, which was divided between the partners in proportion 
to their several interests at the time of the sale of the property. 

According to the articles of partnership, Brown and Smith 
were equally interested in the assets, but the profits and losses 
were on a basis of 60% and 40% respectively. 

The partnership Balance Sheet at the time of sale was: 


Balance Sheet 


ASSETS LIABILITIES 
Land and Buildings..... $200,000.00 | Notes Payable.......... $100,000.00 
Cash Wat Ou ei eran 10,000.00 | Accounts Payable....... 40,000.00 
Tnventories 41.0. eee eee 100,000.00 | Net Worth: 
Accounts Receivable. ... 150,000.00 Brown’s Capital....... 210,000.00 
Machinery and Smith's Capital... «oe 210,000.00 
Equipment scivae see ee 100,000.00 
$560,000.00 $560,000.00 


For the purpose of providing working capital, the partner- 
ship donated $300,000.00 of the capital stock to the corporation 
which was subsequently sold at $50.00 per share. 

You are required to: 

1. Close the partnership books, showing ledger 
accounts of partners only. 

2. Open corporation books. 

3. Prepare a Balance Sheet of the corporation 
before sale of donated stock. 

4. Prepare a Balance Sheet after sale of donated 
stock. 


Solution 


The only doubtful point in the problem is the basis for 
the valuation of the stock to be divided between Brown and 
Smith. The problem does not indicate that the good will of 
the firm was valued at $90,000.00, though this is undoubtedly 
the case. One might solve the problem on the basis of any one 
of three different assumptions. (1) The capital stock acquired 
by the partners might be considered as having been taken over 
at par. (2) It might be considered as worth what was paid for 
it, that is, $82.00 per share. (5,000 shares @ $82.00=$410,000.00, 
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which is equivalent to the net assets as shown by the Balance 
Sheet of the partnership.) (3) It might be considered as worth 
50 cents on the dollar. (The net worth of the partners, excluding 
cash, is $400,000.00, for which the partners received capital 
stock with a par value of $800,000.00.) 


The following solution is based on the assumption that there 
was an agreement between the partners and the corporation that 
they were to donate $300,000.00 of the capital stock back to the 
issuing company for the purpose of providing working capital. 
This $300,000.00 represents an overvaluation of good will. The 
partners actually sell to the corporation a business with a net 
worth of $410,000.00 for $500,000.00 of capital stock; hence 
it is assumed that the difference between the net worth and the 
purchase price represents the value of good will acquired by 
the corporation. 


I. The following entries are designed to close the partners’ 
books of account: 


Notes Da yableteiy 2). ete. te $100,000.00 

mccounts Payables. wont a 40,000.00 

Capital Stock (Eclipse Co.).. 500,000.00 
and and) Building.) ..\.1- $200,000.00 
Inventories) ee ek 100,000.00 
Accounts Receivable.... 150,000.00 
NMachteant) auipe. a 0% 100,000.00 
Profit and Wossow i..." 90,000.00 


Sold the entire business to 
The Eclipse Co. for capital 
stock with a par value of $800,- 
000.00 with an agreement to 
the effect that there was to be 
donated back to The Eclipse 
Co. capital stock of a par value 
of $300,000.00, the transfer of 
donated stock being completed 
at the time of sale. 


It will be seen that there remains on hand $10,000.00 in 
cash and capital stock with a par value of $500,000.00. Since 
the valuation of the good will resulted in a realization of a 
profit of $90,000.00, this profit must, of course, be divided in 
accordance with the profit and loss sharing ratio, which is on 
the basis of 60% to J. B. Brown and 40% to L. C. Smith; hence, 
Brown would be entitled to $54,000.00 and Smith, $36,000.00. 


Brohtvandilossau enna. $90,000.00 
eB ABR rown pws wea $54,000.00 
PAC Smithers 36,000.00 


To distribute profits to 
partners in accordance with 
their profit and loss sharing 
basis: Brown, 60%, Smith, 40%. 
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This increases Brown’s capital to $264,000.00 and Smith’s 
capital to $246,000.00. 


The problem further states that the net assets are to be 
divided between the partners in proportion to their several 
interests at the time of sale of the property. At first, it would 
seem that Brown and Smith, whose capital is given as $210,000.00 
each, should share in the net assets equally. However, the 
Balance Sheet of the partnership as given did not take into 
consideration the value of good will subsequently found to be 
$90,000.00. This good will representing a profit must, of course, 
be divided in accordance with the profit sharing ratio. After 
such division of the profits, the partners’ proportionate capital 
is thereby affected. Their proportionate holdings are now 
found to be 44/85 (Brown) and 41/85 (Smith). 

The following entry shows the proper distribution of the 
net assets between the partners: 


TBM BOWL eu ar note n, $263,999.97 

De SEE CI ie ee acta 246,000.03 
Casha eon Wi yee Oya ee $ 10,000.00 
Cap. Stock (Eclipse Co.) 500,000.00 


To distribute the net as- 
sets to partners in proportion 
to their several interests at the 
time of sale: Brown, 44/85, 
Smith, 41/85. 
The ledger accounts of the partners now appear as follows: 


J. B. Brown 
Oa ST TAS aia cle L LINN d |e Gr. St 7o47e Original (a nitaliey wnene 2 $210,000.00 
Cap. Stock (Eclipse Co.) 258,823.53) Profit, 60%) 4) 040.2 je 54,000.00 
$264,000.00 $264,000.00 

L. C. Smith 
CCAS iota Sallam eens, am $14,823 :53 Original Capital) 4a. on $210,000.00 
Cap.’ Stock (Eclipse’Co:) 1241,176.47 |) Proht,) 409.000.042.246. 36,000.00 
$246,000.00 $246,000.00 


2. The following entries are designed to open the cor- 
poration books: 
Unissued Capital Stock...... $800,000.00 
Capital Stock Authorized $800,000.00 


The Eclipse Co. was duly 
incorporated this date with an 
authorized capital stock of 
$800,000.00, divided into 
8,000 shares of the par value 
of $100.00 each. 
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Eand ane binidings wo 2... $200,000.00 

ANVENLGHES UY Here ae ee ahice ates 100,000.00 

Accounts Receivable......... 150,000.00 

Machinery and Equipment... 100,000.00 

COO VALI paris e petneis ces.e 390,000.00 
NotessPayablenijee di.) 2 $100,000.00 
Accounts Payable....... 40,000.00 
Unissued Capital Stock.. 800,000.00 


To record the purchase of 
the business conducted by J. 
B. Brown and ?*L. C)“Smith; 
partners, acquiring title to all 
assets and good will, excepting 
cash, and assuming all liabili- 
ties. 


By agreement, Brown and Smith donate $300,000.00, par 
value, of the capital stock back to the issuing company for 
the purpose of providing working capital. 


IONA LON OC unrany e cio $300,000.00 
Donated Working Capital $300,000.00 


To record the donation of 
capital stock by Brown and 
Smith. 


The donation stock was subsequently sold at $50.00 per 
share, hence a working capital of $150,000.00 was acquired. 
Since the donation stock did not command a price equivalent 
to its par value, it is certain that the Good Will account has 
been inflated, and the discount on the donation stock should 
be credited to the Good Will account. 


asl eam ener rau hot: promi: $150,000.00 
Donated Working Capital ... 150,000.00 
Donationotockiy i; $300,000.00 


Sold donation stock, par 
value, $300,000.00, at $50.00 
per share. 


Donated Working Capital... . $150,000.00 
Go0d i Will. freee et $150,000.00 


To close Donated Work- 
ing Capital account into Good 
Will. 


If donated working capital were credited to Surplus instead 
of to Good Will, the concern would, in fact, be overcapitalized, 
and the Good Will account would be inflated. 
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A. THEORY QUESTIONS 


1. How is treasury stock created on the books of a 
company? Cre erin LUX 


2. Mention and explain two common views concerning 
the treatment of donated capital stock. Inst. Ex. 


3. A company with an authorized capital of $500,000.00, 
par value $100.00, issues 4,000 shares in payment of various 
properties. In order to secure working capital, the stockholders 
return to the company three-eighths of their holdings to be 
a018 at 50 and on the same day 500 shares are sold and paid 
or. 

How would you treat the matter? Draft entries and show 
ledger accounts and balances. Cup SAY Hix, 


4. What would be your procedure in regard to the Balance 
Sheet of a corporation, where shares of stock received from a 
purchaser to whom they have been issued as fully paid, and who 
had returned them in settlement of a claim for fraudulent mis- 
representation in respect of the property sold by him to the cor- 
poration? La eer eg) aoe 


5. In making a Balance Sheet audit, you find an account 
with Treasury Stock debited $20,000.00. This represents a 
purchase of 250 shares of the company’s common stock, par 
value $100.00. How would you treat this item on the Balance 
Sheet? GAP AMT 


B. LEGAL QUESTIONS 


1. What is meant by issuing of stock, and in return for 
what may stock lawfully be issued? CEPUAR Txt 


2. What is usually necessary before a subscriber to cap- 
ital stock can be sued for the amount of his subscription? 
CN Park. 


3. Is the agreement between shareholders and the cor- 
poration that all shares shall be deemed fully paid up effectual 
as against creditors? Explain. Inst. Ex. 


4. Subscribers to the capital stock of a corporation pay in 
only 70% of their subscriptions. Its business proves unprofitable 
and it suspends with insufficient property to pay its debts. Have 
creditors any remedy on account of the unpaid portion of the 
subscription for stock? CP aA Ex: 


5. In a certain stock corporation only 50% of the sub- 
scribed capital has been called. David Scheld has paid all the 
installments called, and has loaned to the company an additional 
sum, for which he has taken its promissory note, and has trans- 
ferred the note to William Deen, who demands payment. May 
the company call further installments on David Scheld’s stock, 
and offset the amount so called against the promissory note 
held by William Deen? COS ET i Loe 
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Cc. ACCOUNTING PROBLEMS 


1. (a) A and B, partners, organize a corporation with 
a capital stock of $500,000.00 to take over their business. The 
corporation issues its entire capital stock to A and B in pay- 
ment of their plant and equipment, which is valued at $300,- 
000.00. The entry recording this transaction is as follows: 


Plant. ey caer eee nee $500,000.00 
Canitalistockiwemaca en $500,000.00 


For the purpose of furnishing working capital, A and B 
each donate to the corporation $100,000.00 of their stock. 
What entry would you suggest to show the exact state of affairs 
at this point? 


(b) Assuming the plant to be valued at $500,000.00, 
give the proper entry to record the stock donation. Give 
reasons for your entries. CEP AAG Hz 


2. A corporation is organized under the laws of the State 
of Michigan, with capital stock $250,000.00, of which $100,000.00 
is preferred and $150,000.00 is common stock, shares $100.00 
each. The purchasers of preferred stock at par are to receive 
an equal amount of common stock free, all the preferred stock 
is subscribed and paid for, leaving $50,000.00 of common stock 
unsubscribed. 

It is found that the remaining common stock cannot be 
sold for sufficient cash for requirements, and the holders of 
preferred stock donate to the treasury $50,000.00 of their com- 
mon stock. The common stock is sold at 50 cents on the dollar. 


Provide journal entries covering the above. CCP as alo 


3. Acorporation is organized with a capital of $1,000,000.00 
in 100,000 shares at $10.00 each, 50,000 shares of which are 
common stock and 50,000 shares preferred stock. 20,000 
shares of the preferred stock have been sold at par, on which, 
an assessment of $5.00 per share has been paid. 

Subsequently it was determined by the stockholders to 
donate one share of the common stock of the company to the 
purchaser of each share of the preferred stock, the original 
subscribers to the 20,000 shares on which an installment of 
$5.00 per share was paid to receive the benefit of such offer 
upon the payment of the balance of their subscription. The 
effect of this offer was that all the preferred stock was sold 
and the balance of the installment due was also paid. 


Give journal entries for all the above, placing the trans- 
actions at intervals of one month. “AS Uo lake 


Unit Twenty-T'wo 


CORPORATION ACCOUNTING 
1. ACCOUNTING THEORY 


Dividend Defined. ‘‘A dividend is that portion of the 
profits and surplus funds of the corporation which has been 
actually set apart by a resolution of the board of directors, or 
by the shareholders at a corporate meeting, for distribution 
among the shareholders according to their respective interests, 
in such a sense as to become segregated from the property of 
the corporation, and to become the property of the stockholders 
distributively.”’ —Cyclopedia of Law and Procedure. 


From this definition we may deduce the following facts: 
(a) A dividend is a distribution of profits. 


(b) A dividend is declared by resolution of the 
board of ‘directors. 


(c) A dividend must be distributed among the 
stockholders pro rata according to their respective 
holdings. 


(d) After dividends have been declared, they 
become the property of the stockholders, and constitute 
a trust fund in the hands of the directors for the benefit 
of the stockholders and cannot be disposed of in any 
manner other than as intended except by permission 
and with the formal consent of the stockholders. 


(e) After declaration of dividends, the stock- 
holders in reality become creditors of the corporation. 
(If a stockholder is indebted to the corporation the 
dividend may be applied as an offset to the debt.) 


Kinds of Dividends. While dividends are usually dis- 
tributed in cash, it is not infrequent that dividends are dis- 
tributed in property, capital stock, or scrip. If a corporation 
has accumulated a large surplus, and the funds have been in- 
vested in fixed assets or stock-in-trade, it might be found ad- 
visable to distribute the dividend in treasury stock, unissued 
capital stock, property or in scrip so as to retain the funds in 
the business until some future date. If the firm had invested a 
large amount of funds in liberty bonds during the war, it 
might distribute these liberty bonds as a dividend. 


Cash Dividend. The most common dividend is known as 
a cash dividend. In fact, unless otherwise designated, the 
term ‘‘dividend’’ refers to a distribution of cash. Sometimes a 
company will declare a dividend out of profits and may be 
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forced to borrow the money with which to pay the dividend. 
It must be understood that profits are not always represented 
in the cash balance, and that while the Balance Sheet of a 
corporation may show a very large surplus there may be a 
very small cash balance. 


Stock Dividend. A stock dividend may be declared out 
of surplus when funds are not available for distribution of a 
cash dividend. Treasury stock or unissued capital stock may 
be used for the purpose of distributing a stock dividend. If 
all the authorized capital stock is outstanding, it may be neces- 
sary for the corporation to provide for an increase in the capital 
stock by securing permission from the proper state official, 
usually the Secretary of State. A distribution of stock as a 
dividend always causes an increase in the amount of outstanding 
capital stock, and may represent an increase in the authorized 
capital stock. | 


Scrip Dividend. In some cases, corporations may wish 
to retain the funds in the business temporarily and may, there- 
fore, distribute dividends in the form of scrip, which is simply 
a certificate of indebtedness, or a promissory note. These cer- 
tificates are usually interest-bearing. The benefit to the com- 
pany in issuing a scrip dividend is that it can retain the funds 
for working capital for the time being, but, of course, the funds 
Sean A be used in liquidating the scrip that has been 
issued. 


Property Dividend. A distribution of any kind of prop- 
erty other than cash may be termed a ‘property dividend.”’ 
Many dividends have recently been paid in liberty bonds, and 
in 1916, a large munitions manufacturer declared a dividend 
payable in Anglo-French bonds. 


Ex-Dividend. This is a term used in connection with a 
dividend paid to the holder of record of stock sold between 
the date of the declaration of the dividend and the date of 
payment. 


Liquidating Dividend. A distribution of assets at the 
time of dissolution of a corporation is known as a “‘liquidating 
dividend.”’ Such a dividend has no relation to profits or sur- 
plus, but relates entirely to a realization of assets and a dis- 
tribution of the proceeds. 


Declaration of Dividend. A dividend is declared by 
formal resolution of the board of directors at a corporate meet- 
ing. After a dividend has been declared, the secretary may 
either notify the stockholders of the declaration, indicating the 
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rate, the amount, date of payment and any other details of 
importance, or a formal notice of declaration may be published 
in the newspapers. 


Payment of Dividend. A dividend may be declared to 
be paid at some future date. In small corporations, payment is 
usually made by currency or by check, the stockholders signing 
a receipt. The practice in large corporations is to deposit the 
required amount in the bank in a specific fund for dividends 
and draw checks against this fund. If a dividend is paid in 
currency, the stockholder is usually required to acknowledge 
receipt of same by his signature in a dividend book. Naturally 
this policy can be carried out in only very small or close cor- 
porations. | 


2. CORPORATION LAW 


Dividends. Dividends may be declared only from the net 
profit or surplus. It is illegal in all states to declare dividends 
out of capital, except in case of dissolution. The advisability 
of declaring dividends is left to the board of directors. Should 
the directors declare a dividend and such dividend act as an 
impairment of capital, they may be held individually and 
criminally liable for having done so. 


Dividends Must Be Declared Out of Profits. There is 
no doubt but that it is the intention of the law in all the states 
to protect the general creditors of the corporation hy forbid- 
ing directors to declare dividends that might impair the capital 
of the corporation. Any dividend declared in excess of the 
current and accumulated profits would constitute a certain im- 
pairment of the capital. This might easily prove a matter of 
serious consequence to the creditors. The United States Supreme 
Court has defined profits as ‘“‘surplus over and above the capital 
and debts of the corporation.’’ Dividends need not necessarily 
be paid out of current profits, but may represent a distribution 
of the accumulated profits, and in some cases the courts have 
held that dividends may be paid out of profits resulting from an 
increase or appreciation of assets. 


The New York Supreme Court in a decision in I914 stated 
that “‘A corporation has a very wide discretion in determining 
when a dividend shall be made. There might be a difference 
of opinion in a given case as to the wisdom of accumulating 
a large surplus which otherwise would be applicable to the 
payment of dividends, but that would not be a subject for 
legal interference where the discretion is fairly exercised. If 
the defendant corporation has the right to accumulate a surplus, 
it has the right to invest the surplus in securities, and if the 
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securities appreciate in value, there is no reason why the profits 
arising from the investment should not be regarded as the 
profits of the business of the corporation.” 


Distributing Capital in the Form of Dividends.* 
‘‘There is a popular notion, especially among stockholders of 
companies owning and operating mineral, timber, oil, and quarry 
lands, buildings on leased ground, etc., that such companies 
are exempt from the general rule that the original capital must 
be kept intact, and are consequently permitted to exhaust 
their capital by distributing to stockholders the balance of their 
surplus accounts without making provision for depletion or 
amortization of mineral deposits, stumpage, etc. There appears 
to be no legal sanction for this belief, but, as the provision of 
law to the effect that capital may not be impaired by the pay- 
ment of dividends is solely for the protection of creditors and 
stockholders, in the absence of any protest by them to distribu- 
tions consisting partly of income and partly of return of capital, 
the courts have no occasion to interfere. 


‘“‘The’ theoretical result of distributing to stockholders the 
profits without providing for depletion, etc., is that upon ex- 
haustion of the property (or termination of the lease, when the 
property reverts to the lessor), and after all liabilities are paid, 
and the net profits shown by the Surplus account distributed 
to stockholders, only two accounts remain on the books, Property 
and Capital Stock—there being no property, the capital stock 
is valueless. However, examples of such a procedure are now 
rare, aS most corporations whose products are obtained from 
natural deposits or growth charge their cost of production with 
the cost (actual or estimated) of the material removed, crediting 
their property accounts. 

The principle is well illustrated by a comparison of two coal 
mining companies—one leasing and the other owning its prop- 
erty. The former pays a royalty of a certain amount per ton 
mined, which is charged to cost. The latter has paid for its 
coal in advance by buying the property; therefore, cost should 
be charged at a rate per ton representing the total cost of the 
property divided by the estimated total tonnage—the Property 
account being credited. Under such a method, the total net 
profit shown by the books may be distributed, and after the 
property is exhausted and all liabilities paid, the Capital Stock 
account will be offset by cash or some investment thereof other 
than property. Manifestly, if adequate provision for depletion 
be made by charges to surplus, any distributions to stock- 
holders not in excess of the credits to surplus are dividends 
out of income. They can constitute repayments on account of 
capital only to the extent that they exceed the credits to surplus. 


__. *From_a thesis on Corporation Organization and Accounting, by 
William H. Bell. Accepted by St. Louis University in partial fulfillment of 
the requirements for the degree of Master of Commercial Science. 
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‘Some mining corporations in making provision for deple- 
tion of mineral deposits credit the amounts to reserves instead 
of to the property accounts. Then they make distributions to the 
stockholder, in addition to regular dividends, said to be out of 
the depletion reserves and, therefore, constituting repayments on 
account of capital. If the distributions were actually charged 
to the depletion reserves, the provisional charges to surplus 
would be nullified, as the net book value of the property would 
not be reduced; but the distributions would constitute repay- 
ments on account of capital only if the entire net income credited 
to surplus had been paid out as dividends. Regardless of the 
bookkeeping entries, if the company makes provision for deple- 
tion, the rule stated above holds; namely, that any distributions 
to stockholders, under whatever designation, constitute repay- 
ments of capital only to the extent that they cause a deficit 
to be shown in the accounts.”’ 


Who May Declare Dividends. Except in case of specific 
limitation imposed by the statutes, the Articles of Incorpora- 
tion, or the by-laws of the corporation, the directors have entire 
control over the declaration of dividends. However, there are 
circumstances under which the stockholders may institute pro- 
ceedings in a court of equity to compel a distribution of divi- 
dends. 

Cases are numerous in which the minority stockholders 
have brought successful legal action against the directors com- 
pelling them to declare dividends. In these cases, the stock- 
holders proved that the directors were not acting in good faith, 
but were concealing the true profits by paying themselves large 
salaries as officers and that they were withholding profits not 
actually needed in the business. When it can be shown that 
the board of directors is guilty of fraud or misappropriation of 
the corporate funds, and refuses to declare dividends when the 
corporation has a surplus which can be divided among the 
stockholders without detriment to the business, it may be 
forced by the stockholders to make a distribution of profits. 


Surplus Available for Dividends. In the case of non- 
cumulative preferred stock, it will readily be seen that should 
the directors not declare a dividend, the stockholders may lose 
their right to dividends; hence, the courts will be more likely 
to take action. There is one outstanding fact in the distri- 
bution of dividends, and that is the board of directors cannot 
declare dividends except out of profits. Even when profits 
justify a dividend, the matter is left largely to the discretion 
of the board of directors. While there seems to be no doubt 
but that dividends may be declared out of surplus resulting 
from appreciation of assets, donations by stockholders, or from 
surplus resulting from the sale of stocks and bonds at a pre- 
mium, it is doubtful if such a distribution of the surplus would 
represent a wise policy. 
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Dividends on Stock Not Fully Paid. Subscribers to be 
entitled to dividends must have paid for their stock in full, and 
such stock must be recorded in their names. Only stockholders 
of record are entitled to dividends. If it happens that all sub- 
scribers have made only partial payments on stock subscriptions 
and if they are all on the same basis, a dividend may be dis- 
tributed. The question then arises as to whether the dividend 
should be credited to the stock accounts of the subscribers or 
should be paid in cash. Either plan may be adopted. The 
better plan would seem to be to credit the accounts of the 
subscribers with the amount of the dividend, thus reducing the 
amount due on account of their subscriptions. 


Dividends Payable Only to Stockholders of Record. 
Since dividends are payable only to holders of record, it will 
be seen that a stockholder to be entitled to his share of the 
dividend must see that his holdings are properly recorded on 
the books of the company. Usually the directors, when declaring 
a dividend, specify that it is to be paid to all stockholders of 
record on a certain date. When purchasing outstanding capital 
stock, it is important that it be immediately transferred on the 
books of the issuing company. Original issues of capital stock 
should, of course, be properly recorded without any action on 
the part of the subscriber. 


Dividends on Preferred and Common Stock. Divi- 
dends on preferred stock must be paid before the common 
stockholders share in the dividend. If the dividend on preferred 
stock is cumulative, then all dividends in arrears must be paid 
before common stockholders are to share in the dividends. 
After the preferred stockholders are satisfied, all the common 
stockholders share alike in the dividends. While the dividends 
on preferred stock may be limited to a certain per cent., usually 
six or seven per cent., no such limitation exists as to common 
stock. All dividends must be equal as between holders of the 
same class of stock, whether preferred or common. Holders of 
either class of stock cannot be favored either as to time of 
payment or as to the amount of payment. The usual plan is 
for the company to mail all dividend checks at the same time. 


Treasury Stock Does Not Draw Dividends. To pay 
dividends on stock held in the treasury would constitute a pay- 
ment by the company to itself. Sometimes the stock is held 
by a trustee, in which case dividends may be paid thereon, 
and the trustee will be charged for the amount paid. 


Stock Dividends. Dividends may be paid in stock instead 
of in cash when the company has the right to increase the 
capital stock. This may be done when all the stock authorized 
has never been issued or when the company secures permission 
to increase the amount of its capital stock. 
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3. ACCOUNTING FOR DIVIDENDS 


No difficulties are encountered in the accounting for divi- 
dends. Sound accounting requires that upon declaration of a 
dividend, it should be charged to Profit and Loss or Surplus 
and credited to the Dividend account. When payment is made, 
such payments should be charged to the Dividend account. 
The Dividend account will balance when the total dividend 
has been distributed. In a small or close corporation the divi- 
dend might be distributed in cash as soon as declared. In such 
cases, the dividend might be immediately charged to Profit and 
Loss or Surplus, though it is doubtful if this would be considered 
the best procedure. It would seem more sound in all cases to 
set up a Dividend account, numbering each consecutive dividend. 


How Dividends are Paid. In a small corporation the 
dividend might be paid in cash or by check and the stockholders 
may acknowledge receipt of same by signing the dividend list or 
record. In this case the payments will be entered in the cash 
book and posted to the debit side of the Dividend account, 
writing the name of each stockholder in the explanation column. 
It will, however, be seen that in a large corporation this pro- 
cedure would not be practical. 

To avoid the necessity of making a large number of entries 
in the cash book for dividend payments and posting such entries 
to the Dividend account, one check may be drawn for the 
amount of the dividend. This check will be deposited in the 
bank as a special dividend fund. Another check book may 
be used to draw individual checks against this fund. At the 
time the dividend check is deposited, an entry should be made 
crediting Cash and debiting a special Dividend Drawing ac- 
count. As the dividend checks are presented for payment at 
the bank, and when the bank has submitted a statement 
thereof, the amount paid is credited to the Dividend Drawing 
account and debited to the Dividend account. When this plan 
is carried out, the balance of the Dividend account represents 
checks outstanding. The balance of the Dividend account 
is, however, offset by the balance of the Dividend Drawing ac- 
count. 


_ Entries Incident to Distribution of a Cash Dividend. 
This is the most common form of distributing a dividend; in 
fact, it is the usual method pursued. The accounting procedure 
is indeed simple and seldom are any difficulties encountered. 


Proposition A 


To illustrate the proper procedure, let us assume that the 
Johnson Manufacturing Co. has an outstanding capital stock of 
$100,000.00 and a surplus of $25,000.00. The board of directors, 
at its annual meeting on December 31, 1920, declares a divi- 
dend of 10 per cent. payable in cash to stockholders of record 
on February I, 1921. 
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Solution 


At the time of the declaration of the dividend the fol- 
lowing entry should be made in the corporation journal: 


December 31, 1920 


Surplus 27} esoe ener eerie $10,000.00 
DividenduNost ee eee $10,000.00 


A dividend of 10% payable 
to stockholders of record on Feb- 
ruary I, 1921, has this date been 
declared by the board of direct- 
ors, as per minutes of meeting. 


The bookkeeper might next prepare a dividend list showing 
the number of the dividend, date declared, date payable, name 
and address of each stockholder, number of shares owned, 
amount of dividend to be paid, date of payment and number 
of dividend check. If it is desired to add a column providing 
for the signatures of the stockholders upon receipt of dividend 
it may be done, and the plan may be carried out without diff- 
culty in the case of a small corporation. 


Assuming that the corporation on February 1, 1921, drew 
a check for $10,000.00 and deposited in the bank as a special 
dividend fund, the following entry may be made in the cash 
book: 


February 1, 1921 


Deposit for Dividend No. 1. ...$10,000.00 
Cashin Aire sete eee $10,000.00 


Deposited $10,000.00 in 
First National Bank as a special 
fund for dividend purposes. 


Individual checks may now be written in favor of each 
stockholder of record for the amount of the dividend to which 
he is entitled. These checks should be mailed on the same 
date to all the stockholders. It would be best to use a special 
check book for this purpose, because these checks are drawn 
against the special fund deposited for dividend purposes, and 
the writing of these checks in no way affects the company’s 
regular bank account. Nothing more than a memorandum 
entry need be made on the books. Let us further assume that 
on February 28 the bank renders a statement showing that all 
dividend checks have been presented for payment. The only 
entry necessary at this time is what might be termed an ‘‘ad- 
justing’’ entry tn the corporation journal. 
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February 28, 1921 


IDIVIGETICWN On lat ee ek le kay cs $10,000.00 
Deposit for Div. No. 1..... $10,000.00 


All dividend checks issued 
February I, 1921, have been 
honored by the bank per bank 
statement of this date. 


If all dividend checks had not been paid by the bank, the 
adjusting entry should be made the same as above with the 
exception that the amount charged to the Dividend account 
and credited to the Deposit account would represent the exact 
total of dividend checks honored by the bank. The balance of 
the Dividend account is the same as the balance of the Deposit 
account, and is equal to the total of dividend checks outstanding 
which have not as yet been presented to the bank for payment. 


Entries Incident to Distribution of a Property Divi- 
dend. We have already shown in this discussion that the 
board of directors may declare a dividend in property, such as 
liberty bonds. 


Proposition B 


To illustrate the proper procedure, let us assume that the 
Johnson Manufacturing Company owned liberty bonds with 
a par value of $15,000.00 and the board of directors had decided 
in their meeting on December 31, 1920, that a dividend of Io 
per cent. should be paid by distributing liberty bonds on Feb- 
ruary I, 1921. 


Solution 


There is only a slight change in the accounting for a property 
dividend as compared with a cash dividend. There appears 
below the necessary entries in journal form with suitable ex- 
planation but without further comment: 


December 31, 1920 


SUTLUES fei sant eee eer ere cerae $10,000.00 
Dividend NOsriy aa. hee $10,000.00 


A dividend of 10%, payable 
in liberty bonds to stockholders 
of record on February I, 1921, 
has this date been declared by 
the board ‘of directors as per 
minutes of meeting. 
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February 1, 1921 


Dividend: No.ttnes an eae $10,000.00 
Liberty Bonds Su arens are $10,000.00 


A 10% dividend has this 
day been distributed to stock- 
holders in liberty bonds. 


Entries Incident to Distribution of a Scrip Dividend. 
Scrip is a certificate of indebtedness constituting a promissory 
note, and the object of its issue is to retain the funds temporarily 
in the hands of the company for working capital. Such certifi- 
cates may be interest-bearing, and there are instances where 
long-term scrip certificates have been issued on which stock- 
holders were entitled to dividends, though this is not common. 


Proposition C 


To illustrate the proper procedure, let us assume that the 
Johnson Manufacturing Co. declared the regular annual divi- 
dend of 10 per cent. on December 31, 1920, payable in 6 per cent. 
scrip to stockholders of record on February 1, 1921, the 
scrip certificates to be payable six months after date of issue. 


Solution 


There follows a series of journal entries incident to the 
declaration and payment of a scrip dividend per the above 
proposition. 


December 31, 1920 


STPOLUIS Aes ae onan niet $10,000.00 
DividenadsN owt wee wees $10,000.00 


A dividend of 10%, payable 
to stockholders of record on Feb- 
ruary I, 1921, has this day been 
declared by the board of di- 
rectors as per minutes of meet- 
ing. The scrip certificates are 
payable in cash with interest at 
6% six months after date of 
issue. 


February 1, 1921 


Dividend dNox Teer ene ee ¢10,000.00 
Dividendiscribiy in ante. s $10,000.00 


Scrip payable, amounting to 
$10,000.00, has this day been 
distributed to stockholders as a 
dividend. 
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August 1, 1921 


PNVIGENGHOCEID UY hr tose css $10,000.00 
UW a oS 9) aie oy UR Pp dp ag 300.00 
(CASTE MOR ate Leen he eee ah $10,300.00 


Scrip payable, $10,000.00, 
with interest at 6%, $300.00, has 
this day been paid in cash. 


Entries Incident to Distribution of Stock Dividends. 
If a dividend is paid in stock, the accounting procedure, will 
not differ materially. If treasury stock is distributed, the credit 
will be to Treasury Stock account instead of to a cash or prop- 
erty account. If unissued capital stock is distributed, the 
credit will be to Unissued Capital Stock account. If no stock 
is held in the treasury and all authorized capital stock has been 
issued, the board of directors may secure permission to increase 
the capital stock and then distribute the unissued capital stock 
in the form of a dividend. In distributing a stock dividend 
the company really parts with nothing at all. Such a distribu- 
tion of dividend involves no withdrawal of cash or other assets. 
In fact, it is nothing more than a manipulation of the accounts. 

The value of a stockholder’s interest in a corporation is not 
affected one cent by the distribution of a stock dividend. It 
must be remembered that the value of a share of capital stock 
is not dependent upon the amount written on the certificate. 
The actual value of a share of stock may be quite different 
from its par value. If a corporation, capitalized at $100,000.00 
has built up a surplus of $100,000.00, it will readily be seen 
that the actual value of one share of stock will be $200.00 
while the par value is still $100.00. If a stock dividend of 
100 per cent. is distributed, the holder of one share of stock will 
be given another share, and, instead of owning one share of 
stock worth $200.00, he will then own two shares of stock 
worth $100.00 each. 


Proposition D 


To illustrate the proper procedure, let us assume that the 
Johnson Manufacturing Co. held $10,000.00 of’ its own capital 
stock in the treasury, such stock having been acquired by pur- 
chase. The board of directors, December 31, 1920, decided to 
distribute a dividend of Io per cent., payable in treasury stock 
on February I, 1921, all other conditions being the same as in 
Proposition A. 


Solution 


The following entries in journal form indicate the account- 
ing procedure in connection with the above proposition: 
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December 31, 1920 


DUPDlUS ss @ Ate eee eee $10,000.00 
Dividend No.\1-4..2)7 eee $10,000.00 


A dividend of 10%, payable 
in treasury stock to stockholders 
of record on February I, 1921, 
has this day been declared by the 
board of directors as per min- 
utes of meeting. 


February 1, 1921 


DividendsNowtes ce eee $10,000.00 
Treasury tock ) ata eee $10,000.00 


Treasury stock, with a par 
value of $10,000.00, has this day 
been distributed to the stock- 
holders as a dividend. 


If the corporation had not issued all its authorized capital 
stock, it might have decided to distribute a stock dividend 
out of the unissued capital stock instead of treasury stock. The 
only difference in the accounting procedure in this case would 
be in the credit going to Unissued Capital Stock instead of to 
Treasury Stock. 


DividendiNo #1, 8 ee ee $10,000.00 
Unissued Capital Stock.... $10,000.00 


Unissued capital stock, with 
a par value of $10,000.00, has 
this day been distributed to the 
stockholders as a dividend. 


As to the benefits to be derived from a distribution of a 
stock dividend, we can do no better than to quote a paragraph 
from the ‘‘Principles of Accounting’’ by Paton and Stevenson. 


“The issue of a stock dividend, evidently, obscures the 
amount of accumulated surplus and the amount of original in- 
vestment. This statement suggests a common reason for such 
dividends. Corporations which are making huge profits, and 
which wish to pay but an ordinary rate of dividends on formal 
capitalization will often gradually transfer their accumulated 
earnings from the Surplus to the Capital Stock account. It 
is then possible to declare much larger aggregate cash dividends 
at the same normal rate on formal capital. In connection with 
public utilities, this practice may also be made the basis of an 
argument for the maintenance of rates. A corporation, it is 
urged, should be allowed a fair rate on its outstanding securities. 
Evidently, such an accounting practice gives the corporation 
an opportunity to beg the real question as to what rate per cent. 
is being earned, or should be allowed, on actual investment.’ 
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A. THEORY QUESTIONS 


1. What is a dividend? State when and how dividends 
become effective. State how declaration and payment of divi- 
dends are usually recorded in books of account. CPA: 


2. What do you understand by the term ‘“‘dividends paid 
out of capital’? What, in your opinion, would constitute such 
payment, and mention any circumstances that may occur to 
you to justify such payment. Gr Ree Ave Hex: 


3. How would the excessive distribution of dividends affect 
the individual stockholders of a corporation? CeO Ee 


4. Ina case where the preferred shares of a company are 
issued under a provision that the annual dividends to which 
they shall be entitled shall be ‘‘cumulative,’’ would you consider 
it necessary to show any arrears of dividends as a liability on the 
Balance Sheet, or how would you deal with it? C.P.A. Ex. 


An Indiana company is incorporated with a capital 
stock of $100,000.00, of which $90,000.00 was paid in. 


In making their application for the charter, all the stock 
was subscribed. The full capital, however, was not required. 


It was recently decided that, inasmuch as a surplus of 
$15,000.00 had accumulated, they would declare a stock divi- 
dend, pro rata, for the $10,000.00 of stock unissued but sub- 
scribed for by one of the present stockholders. 


No action on the transaction was taken by the board of 
directors, and no record of it appears in the minutes of the 
corporation. 


Is it necessary that a transaction of this character be 
recorded in the minutes, inasmuch as all of the stock was origi- 
nally subscribed? 


What would be your recommendations in regard to the 
proper procedure in this matter? Cosh Pa Ae Ex 


B.. LEGAL QUESTIONS 


1. From what funds may dividends be paid, and who 


determines whether and when they shall be paid? Inst. Ex. 
2. What are the rights of the holders of preferred stock 
as to dividends? Inst. Ex. 


3. Some days before a cash dividend is declared A sells 
his shares to B, without stipulating as to the ownership of 
the dividends. Do they belong to A, who owned the stock 
when the dividend was earned, or to B, who owned it when 
the dividend was declared? GPP AY Bx 
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4. (a) Discuss net profits out of which dividends may 
lawfully be declared and when, if at all, the capital may be 
distributed in dividends. 


(b) What right, if any, has a corporation to set off 
against the stockholders’ share of the dividends a debt owed 
by him to the corporation at the time the dividend is declared? 


(c) Before a dividend has been declared, what right or 
action has a shareholder, both in law and equity, in case the 
dividend has been earned? CAP ae AUREUS 


5. A sells some railroad stock to B, who fails to have 
the certificate, which has been signed in blank on the back, 
replaced by a new one. A dividend is declared to stockholders 
of record, and the check is sent to A. 


Who is legally entitled to the dividend? Explain. 
CAPD AVES 


Cc. ACCOUNTING PROBLEMS 


1. Ata meeting of the board of directors of a corporation 
held August 15, 1920, the treasurer reported that the profits 
for the year as audited amounted to $118,574.00. It was voted 
that a stock dividend of $80,000.00 be paid October 1, 1920, 
out of treasury stock, to the stockholders of record September 
I5, 1920, and that $20,000.00 of the profits be distributed as 
a bonus to employes. 

Prepare the necessary entries to properly record the action 
of the directors as it appears in the minutes of the meeting. 
Also show entries for payment of bonus to employes and dis- 
tribution of dividend to stockholders on October 1, 1920. 

C.-P. AsEx 


2. The books of the Butter, Egg & Cheese Company, 
with an authorized and outstanding capital stock issue of 
$25,000.00, are kept by single entry. 


It annually inventories all of its assets and liabilities and 
from such inventory prepares a financial statement. At Decem- 
ber 31, current year, this inventory is as follows: 


Omee Gash ie eae iene Oa clean oe $ 1,584.00 
Balances Bank, Al or sk pemesLieene aires 10,824.00 
Accounts Receivable sis tin ae ton eave 29,521.00 
10 Shares Stock in Competing Company.... 1,000.00 
Plant and E.quroments.. 4746 goa see 64,938.00 
Merchandise Inventory. 200 ne Oar 21,737.00 
Prepaid lx penses te rhe ik el ae ae eng 5,081.00 
Overdraft Bank BV eet vor) le depron tee 5,003.00 
Accounts Payable seek) ult keh aie eReeeetne 19,747.00 
Mortgagve\Payablec.u wou tt eran areas eae 25,000.00 


Notes: Payables icy eog i Deen ot a ee 20,000.00 
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From a comparison of the financial statements at the 
beginning and end of year, you find that the item of Plant 
and Equipment is stated in an amount less by $11,460.00 than 
it was at the beginning of the year, plus additions during the 
year. 


The financial statement for the beginning of year showed 
a surplus of $35,703.00. 


From your analysis of the disbursements and unpaid Ac- 
counts Payable at beginning and end of year, you find a total 
of purchases amounting to $661,910.00 and expenses for salaries, 
wages, supplies, repairs, etc., amounting to $120,115.00. 


The purchases, however, included $450.00 paid out for 
John Smith, an employe, for which he had not reimbursed the 
company, and the total expenses of $120,115.00 included $250.00 
in the hands of a buyer as a working fund. 


The inventory of merchandise at the beginning of the 
year was $18,125.00 and of prepaid expense was $2,653.00. 


There was canceled on the customers’ ledger during the 
year $3,206.00 of uncollectible accounts. 


There was paid for interest and discount on Notes Payable 
$1,061.00 and for interest on mortgage $1,500.00. 


A 10% dividend was declared but not paid. 
From the foregoing prepare— 
(a) A Balance Sheet as at December 31, current year. 
(b) A Statement of Profit and Loss. 
(c) Schedule showing computation of net sales. 
Cat RA EX 


3. Below is the Balance Sheet of the X. L. O. Mfg. Co., 
January I, 1920: 


ASSETS 
CAST ele AL en ttere tn te fe toh $ 31,718.40 
Accounts Receivable.......... 118,455.00 
Inventory: 
Raw Materials oe 50,560.80 
Finished Goods.......... 18,958.20 
Office Furniture and 
BIRTUrES Caen ca 4,500.00 
MATIC UA hers Tob aees oe eos ee Gee 108,000.00 
IVA CIINGLYV sin Wot waa beaters 150,000.00 
SHINS eects clea ects tee yea 90,000.00 


otalinssets ae ne. $572,192.40 
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LIABILITIES 


Accounts payable ee $21,289.20 
Dividends Payable, Preferred. 

Stock, February I, 1920.... 4,500.00 
Dividends Payable, Common 

Stock, February I, 1920.... 6,000.00 
Twenty-Year Mortgage Bonds, 

6%, dated January 1, 1919.. 60,000.00 


Premium on Bonds........... 3,000.00 
Capital Stock, Preferred...... 150,000.00 
Capital Stock, Commont...... 300,000.00 
Reserve for Bad Debts........ 2,830.80 
Surplus Hi iees Pel any cebee ees 24,572.40 
Total Liabilities and Net 
Worths)s: 2a cera ote $572,192.40 


The transactions for the year ending December 31, 1920, 
were as follows: 


Cash Received from Customers....... $476,100.60 
Rents ‘Received sti Oo eee ea 360.00 
Raw Materials Purchased............ 147,840.00 
ee Fors ppm ere laa Porshe RP nape tigatstc 8 494,000.40 
Discount and Allowances on Sales..... 14,111.40 
Bad'Debts; Charced Olea aioe. ste 1,285.80 
Cash Disbursements: 
AccountsyPayablevirw see eee ee $146,013.60 
Factory Expenses: 6) tetas ee 4,493.40 
Factory Cabot eerie nics te ee 210,855.60 
Bactoryikepaiter: were meen tee 14,305.80 
Office Expenseiycru: cry eek eles, oe 1,156.20 
Selling; ER Xpensey econ acumen. cr ieee 31,748.40 
MALATICS | Gi. 'a Ghee a sie ieee ely Saree en 35,082.60 
CDAXES 2 1c) oh eG sea hoe eal un ee 4,711.80 
Inventories December 31, 1920: 
Raw: Material ce eh ice. cote ent $ 54,462.54 
PinishedMGo6ds\igangen see tetee nade 18,505.20 
Land ikstimated atrs seated: aes 120,000.00 


Semiannual dividends of 3% on preferred and 2% on 
common stock, declared in June and December, payable August 
1 and February 1. Reserve for depreciation of buildings, 3%; 
machinery, 5%; office furniture and fixtures, 10%, and bad 
debts reserve, 2% of accounts receivable. 


Prepare Balance Sheet, Statement of Profit and Loss, and 
a Statement of Cost of Sales as on January I, I921I. 


Assume that the semiannual bond interest of $1,800.00 was 
paid when due. 
CoP. AoE 


Unit Twenty-Three 


CORPORATION ACCOUNTING 
1. ACCOUNTING THEORY 


Combinations. The public accountant in these times is 
frequently called upon to draft organization entries, prepare 
annual statements, make audits, and prepare tax returns for 
holding companies and corporations representing combinations 
of two or more companies. Such combinations are the result 
of mergers and consolidations for the purpose of controlling the 
operations of affiliated or subsidiary companies. 


Merger. A merger is brought about through amalgama- 
tion of constituent companies. No new corporation is formed. 
One company simply acquires title to the property of another 
company. 

Kester says: ‘‘The rights, franchises and interest are 
deemed to be transferred to and vested in the corporation into 
which the various companies have been merged without any 
deed or transfer, and the liabilities follow the rights.” 


Accounting in Connection with Mergers. Ordinarily 
no difficult accounting problems are encountered in connection 
with the formation of mergers. Cox, in “Business Accounting,’ 
says: ‘‘The purchase transaction if simple and usual in char- 
acter, may be recorded in one journal entry, which, reduced to 
the most simple terms, consists of a list of assets of the subsi- 
diary concern offset by its liabilities, capital stock, and profit 
or surplus.”’ In other words, if one corporation purchases the 
entire property of another corporation, the accounts may be 
consolidated on the books of the purchasing company by draft- 
ing a journal entry, debiting the assets acquired, crediting the 
liabilities assumed, and crediting Cash for the difference which 
represents the purchase price. Of course, it is true, that many 
peculiar accounting questions may be encountered in the valua- 
tion of the property items and in the statement of the liabilities. 
The above discussion, however, is applicable after the books 
of the merged company have been audited and a Balance Sheet 
prepared to show true values. 


Kester says: ‘‘The bookkeeper is not concerned with the 
valuation of any of the items taken over, but must make his 
entries in accordance with the valuation report turned in by 
the appraisal committee. The main problem in the merger, 
then, is of valuation and not of accounting.” 


Holding Companies. The holding company has become 
a very popular form of corporate combination. Its popularity 
is evident from the increasing number of corporations now being 
formed for the sole purpose of holding (owning) all or a majority 
of the capital stock of other corporations. 

The holding company does not purchase the assets of 
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another company, but purchases the capital stock and in this 
manner secures control of the operations of the company. The 
controlled company continues to exist and is operated through 
the original organization. 

The formation of a holding company may be brought 
about through the organization of a new company for the pur- 
pose of acquiring the controlling interest in certain subsidiary 
companies and controlling their operations. In states where 
the law permits, one company may simply purchase all or a 
majority of the capital stock of other companies, with the idea 
of controlling their operations. In the former instance, the 
holding company is usually a financial organization. Its income 
is derived entirely from dividends of its subsidiary companies. 
In the latter, the holding company is both a financial and 
an operating organization. It can readily be seen that the 
Balance Sheet of a holding company, which is nothing more 
than a financial organization, would show its investments in 
subsidiary companies as assets and its capital stock and surplus 
as liabilities, plus accounts resulting from intercompany trans- 
actions. 


Advantages of Consolidation. The advantages of con- 
solidation may be summed up briefly as follows: 


1. Reduction of Expenses. By reducing the number of 
salesmen in common territory made possible by elimination of 
competition, by eliminating duplicate executive officers, and by 
consolidating certain departments, selling and administrative, 
expenses may be reduced. 


2. Specialization. By specialization along certain lines 
in each factory, duplication in manufacturing and equipment 
may be eliminated. Each factory may confine itself to a product 
which it is best fitted to produce most economically, either be- 
cause of location, equipment, or labor conditions. 


3. Release of Working Capital. After consolidation, 
the surplus stock of finished goods, stock patterns and sizes, 
may be much smaller than the stock previously carried by all 
the companies when operated independently; hence a smaller 
amount of working capital is tied up in surplus stock to meet 
future demands, resulting in additional working capital for other 
operations. 


4. Better Qualified Men. The consolidated company 
with its larger organization, greater production, and broader 
opportunities, naturally attracts men of higher qualifications 
and greater ability for executive positions. The company is 
able to employ better qualified men since the cost may be dis- 
tributed over all the constituent companies and need not nec- 
essarily be borne entirely by a single company. 

5. Ease in Securing Capital. The consolidated company 
possesses better facilities for borrowing money and obtaining 
additional capital when needed. The holding company may be 
able to finance certain subsidiary companies as a result of its 
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ability to borrow money, whereas the subsidiary company 
operating independently might be seriously handicapped be- 
cause of its inability to borrow money. 


6. Larger Profits. More substantial profits and less 
danger of unexpected losses result from a partial monopoly and 
an opportunity to regulate the selling price without being 
influenced by the supply in demand, or by competition. How- 
ever, should the holding company operate unfairly and elimi- 
nate competition to the extent of “restraining’’ trade, it may 
come into conflict with such laws as the Sherman Anti-Trust 
Law and the Clayton Act. 


7. Elimination of Competition. This was touched upon 
in the preceding paragraph. The effect of consolidation is 
to eliminate competition between the consolidated companies. 
The affiliated companies, by agreement, may regulate prices, 
divide territories, distribute material and products, etc. It 
will be seen that if all the companies producing a certain product 
were to amalgamate, they would be in a position to entirely 
control prices of their products. Competition would be elimin- 
ated. Such an affiliation of concerns is commonly known asa 
monopoly or trust. 


Consolidated Statements. The accounts of a corpo- 
ration should be so kept that the auditor can certify that the Bal- 
ance Sheet represents the true financial condition of the com- 
pany and that the Statement of Profit and Loss reveals the 
correct results of the company’s operations. In the case of 
affiliated corporations or corporations with subsidiary com- 
panies, it is necessary to prepare consolidated statements in 
order to properly reveal the financial condition and operation 
of the companies. 

As has already been stated, when a merger is completed, 
the accounts are usually consolidated by means of a journal 
entry on the books of the purchasing company. This is a simple 
procedure. The books of the merged companies are closed and 
the companies dissolved. With the formation of a holding 
company, there is no change in the financial accounts of the 
subsidiary companies. They are not dissolved, but continue 
to operate and to keep accounts entirely independent of the 
holding company’s accounts. Therefore, in preparing state- 
tions of all the companies comprising the consolidation, it is 
necessary to prepare consolidated statements. A Balance 
Sheet of the holding company would not show the financial 
condition of the subsidiary companies upon which the holding 
company is dependent. 


Dickinson, in ‘‘Accounting, Practice and Procedure,” says: 
“By reason of the misleading character of the ordinary Balance 
Sheet in such cases, there has been evolved the Consolidated 
Balance Sheet; the basis of which is the recognition of the 
common-sense fact that a network of companies connected with 
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each other by control of stockholdings is still, in effect, one 
undertaking, and that if the stockholders in the holding company 
are to have before them a clear statement of its position, legal 
technicalities must be brushed to one side, and the position of 
the holding company shown in its relation, not to these sub- 
companies, but to the general public. The position of the hold- 
ing company can be changed only by outside influences affecting 
itself or its constituent companies, and not by any change in 
the relation between itself and these companies, or in the re- 
lation among the latter. The Consolidated Balance Sheet 
represents the true position of the whole group of the constitu- 
ent companies to the outside world, and is thus not the Balance 
Sheet of a corporation, but of a condition after eliminating all 
the relations of the constituent companies one to another.” 


2. INCOME TAX PROCEDURE 


Consolidated Returns. Corporations which are affiliated 
have the option of filing either consolidated or separate income 
tax returns. If consolidated returns are filed the taxes are com- 
puted and determined on the basis of the consolidated return 


How Tax is Assessed. If a consolidated return is made 
the tax is assessed upon the basis of the consolidated return, 
and is computed as an account and then assessed upon the 
repective affiliated corporations in such proportions as they may 
agree upon. In the absence of an agreement among the 
affiliated corporations, it is assessed on the basis of the net 
income properly assignable to each of the affiliated corporations. 


Income Tax Law. (Section 240-b.) In any case in which 
a tax is assessed upon the basis of a consolidated return, the 
total tax shall be computed in the first instance as a unit and 
shall then be assessed upon the respective affiliated corporations 
in such proportions as may be agreed upon among them, or, 
in the absence of any such agreement, then on the basis‘ of 
the net income properly assignable to each. There shall be 
allowed in computing the income tax only one specific credit 
of $2,000.00, provided the net income of the corporation is 
$25,000.00 or less. If the net income exceeds $25,000.00, no 
credit is allowed. 


When Corporations are Affiliated. Corporations will be 
deemed to be affiliated (a) when one domestic corporation 
owns directly or controls through closely affiliated interests 
or by a nominee or nominees substantially all the stock of the 
other or others, or (b) when substantially all the stock of two 
or more domestic corporations is owned or controlled by the 
same interests. The words ‘‘substantially all the stock”’ can- 
not be interpreted as meaning any particular percentage, but 
must be construed according to the facts of the particular case. 
The owning or controlling of 95 per cent. or more of the out- 
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standing voting capital stock (not including stock in the treasury) 
at the beginning of and during the taxable year will be deemed 
- to constitute an affiliation within the meaning of the statute. 
Consolidated returns may, however, be required even though the 
stock ownership is less than 95 percent. When the stock owner- 
ship is less than 95 per cent., but in excess of 70 per cent., a full 
disclosure of affiliations should be made, showing all pertinent 
facts, including the stock owned in each subsidiary or affiliated 
corporation and the percentage of such stock owned to the 
total stock outstanding. Such statement should preferably be 
made in advance of filing the return, with a request for instruc- 
tions as to whether a consolidated return should be made. In 
any event such a statement should be filed as a part of the 
return. The words ‘‘the same interests’’ shall be deemed to 
mean the same individual or partnership or the same individuals 
or partnerships, but when the stock of two or more corporations 
is owned by two or more individuals or by two or more partner- 
ships, a consolidated return is not required unless the percentage 
of stock held by each individual or each partnership is sub- 
stantially the same in each of the affiliated corporations. 


Income Tax Law. (Section 240-c.) For the purpose of 
this section two or more domestic corporations shall be deemed 
to be affiliated (1) if one corporation owns directly or controls 
through closely affiliated interests or by a nominee or nominees 
substantially all the stock of the other or others, or (2) if sub- 
stantially all the stock of two or more corporations is owned or 
controlled by the same interests. 


Affiliated Corporations. Condolidated returns are based 
upon the principle of levying the tax according to the true 
net income and invested capital of a single business enterprise, 
even though the business is operated through more than one 
corporation. Where one corporation owns or controls the 
capital stock of another corporation or other corporations, or 
where the stock of two or more corporations is owned by the 
same interests, a situation results which is closely analogous to 
that of a business maintaining one or more branch establish- 
ments. In the latter case, because of the direct ownership of 
the property, the invested capital and net income of the branch 
form a part of the invested capital and net income of the entire 
organization. 


Filing Consolidated Returns. Consolidated returns 
shall be filed on Form 1120 by the parent or principal reporting 
corporation in the office of the collector of the district in which 
it has its principal office. Each of the other affiliated corpora- 
tions shall file in the office of the collector of its district, Form 
1122, along with the several schedules indicated thereon. The 
parent or principal corporation filing a consolidated return for 
the first time shall include in such return a statement setting 
forth (a) the name and address of each of the subsidiary or 
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affiliated corporations included in such return; (b) the par 
value of the total outstanding capital stock of each of such 
corporations at the beginning of the taxable year; (c) the par 
value of such capital stock held by the parent corporation or 
by the same interests at the beginning of the taxable year; (d) 
in the case of affiliated corporations, the stock of which is owned 
or controlled by the same interests, a list of the individuals, 
partnerships, or corporations constituting such interests, with 
the percentage of the total outstanding stock of each affiliated 
corporations held by each of such individuals, partnerships, 
or corporations during all or any part of the taxable year; and 
(e) a schedule showing the proportionate amount of the total 
tax which it is agreed among them is to be assessed upon each 
affiliated corporation. If there are substantial changes of owner- 
ship during the taxable year, the information required under 
(b) and (c) above should show the conditions existing immedi- 
ately subsequent to such changes. Foreign corporations and 
personal service corporations need not file consolidated returns. 


Personal Service Corporation. In the case of a taxable 
period beginning prior to January I, 1922, where two or more 
corporations are affiliated within the meaning of this section, 
if the business of any one or more of the corporations taken 
independently is such as to entitle it to classification as a per- 
sonal service corporation, and the business of one or more of 
the corporations is such that it would not be so entitled, all the 
affiliated corporations shall be consolidated and the corporations 
of the former class shall lose their status as personal service 
corporations. 


Consolidated Net Income of Affiliated Corporations. 
Subject to the provisions covering the determination of taxable 
net income of separate corporations, and subject further to the 
elimination of intercompany transactions, the consolidated 
taxable net income shall be the combined net income of the 
several corporations consolidated. In respect of the statement 
of gross income and deductions and the several schedules re- 
quired under Form 1120, a corporation filing a consolidated 
return is required to prepare and file such statements and 
schedules in columnar form to the end that the details of the 
items of gross income and deductions for each corporation 
included in the consolidation may be readily audited. 


Domestic Corporation Affiliated with Foreign Corpora- 
tion. A domestic corporation which owns a majority of the 
stock of a foreign corporation or of a corporation entitled to 
the benefits of Section 262 of the Law shall not be permitted or 
required to include the net income or invested capital of such 
foreign corporation in a consolidated return, but for the purpose 
of Section 238 of the Law, a domestic corporation which owns 
a majority of the voting stock of a foreign corporation shall be 
entitled to credit its income, war-profits and excess-profits 
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taxes with any income, war-profits or excess-profits taxes paid 
(but not including taxes accrued) by such foreign corporation 
during the taxable year to any foreign country or to any pos- 
session of the United States upon income derived from sources 
without the United States in an amount equal to the propor- 
tion which the amount of any dividends (not deductible under 
Section 234) received by such domestic corporation from such 
foreign corporation during the taxable year bears to the total 
taxable income of such foreign corporation upon or with respect 
to which such taxes were paid. But in no such case shall the 
amount of the credit for such taxes exceed the amount of such 
dividends (not deductible under Section 234) received by such 
domestic corporation during the taxable year. 


3. ACCOUNTING PRACTICE 
Proposition A 


The following problem is stated for the purpose of illus- 
trating the preparation of consolidated statements. A solution 
with detailed discussion of principles involved follows the state- 
ment of the problem. 


A, a holding company, which is also an operating company, 
owns 95% of the stock of B, and 100% of the stock of C. The 
stock of B appears on the books of A at $80,000.00. The stock 
of C appears on the books of A at $175,000.00. The surplus 
of B at date of acquisition was $5,000.00, and the surplus of 
C at date of acquisition was $25,000.00. Dividends during the 
year following acquisition were paid as follows: B, $10,000.00; 
A, $100,000.00. 


Balance Sheets of A, the holding company, and of B and 
C, subsidiary companies, appear as follows: 


A (HOLDING COMPANY) 
Balance Sheet 


- ASSETS LIABILITIES 
(28h oe eeieea eee se $150,000.00 | Accounts Payable...... ¢ 50,000.00 
Accounts Receivable... 175,000.00 | Notes Payable......... 100,000.00 
Inventories): ts: 220 OOD. COLD ONGS Hoy uit atte es 500,000.00 
Investments: 
B, Capital Stock (par Net WortTH: 
value $95,000.00) . 80,000.00 Capital Stock........ 1,000,000.00 
C, Capital Stock (par SORPLUS see noes 6 tes 425,000.00 


value $100,000.00)... 175,000.00 
Intercompany Accounts 100,000.00 
Deferred Charges...... 25,000.00 
ASOOKTeVY Wl curs sic be eke 250,000.00 
Properties $1,000,000.00 

Less Depr..100,000.00 900,000.00 


$2,075,000.00 $2,075,000.00 


et? 
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Balance Sheet 


ASSETS LIABILITIES 

(eash iiss bees $ 10,000.00 | Accounts Payable...... $ 75,000.00 
Accounts Receivable ... 50,000.00 | Intercompany Accounts 85,000.00 
Inventories............ 100,000.00 Notes Payable...-..... 30,000.00 

CrOGE WAP Cle iee 50,000.00 | NET WorTH: 
Properties. .$100,000.00 Capital Stockils77 ac 100,000.00 
Less Depr.. 10,000.00 90,000.00 POLI DIUS tosis dea hte 10,000.00 
$300,000.00 $300,000.00 

Balance Sheet 
ASSETS LIABILITIES 

Clash ira ek peer eg $ 20,000.00 | Accounts Payable...... $ 70,000.00 
Inventories..... 75,000.00 Intercompany Accounts 5,000.00 

Properties. . $200,000.00 NET WortTH: 
Less Depr. 20,000.00 180,000.00 Capitaliptockie awa . 100,000.00 
So SUPDUS een caine 100,000.00 
$275,000.00 ——__—— 
ae Pee $275,000.00 


Draft journal entries to make necessary adjustments and 
eliminate intercompany transactions. Prepare Consolidated 
Balance Sheet. 


Solution 


Stock Acquired at a Discount. It will be noted that 
the surplus of B at time of acquisition by A, the holding company, 
amounted to $5,000.00. The par value of B’s capital stock was 
$100,000.00. A purchased 95% of the capital stock, or $95,000.00, 
and in addition 95% of the surplus, or $4,750.00. This in- 
vestment appears on the books of A at $80,000.00, conse- 
quently it is evident that the stock was acquired at a discount. 
It is generally held that a premium paid above par value repre- 
sents good will, but in case the price paid falls below the sum 
of the surplus and par value of the capital stock purchased, it 
is an indication that the assets on the subsidiary companies’ 
books are overvalued. In either case, an adjustment must be 
made through the Property or Good Will accounts. In this 
problem, the adjustment can be made for the discount on 
stock purchased from B by means of a credit to Good Will for 
. the difference between the amount paid and the book value on 
the books of A. 


(Tat Oa pitalotockiy ae ep ae $95,000.00 
Surplns cy ena ies Geen eee, 4,750.00 
Investment in B, Capital 
Stock Wonton Me ine ent aaa $80,000.00 
ood sWill oa: cence aaa 19,750.00 
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Minority Stockholders’ Holdings. After making the 
above adjustment, it will be seen that $5,000.00 of the capital 
stock remains in the hands of the minority stockholders. In 
other words, it is left in the hands of the general public. It 
is desired to show separately the outstanding capital stock 
of the holding company from the stock of the subsidiary com- 
panies not owned by the holding company, hence the following 
adjusting entry: 


(2 ee De Ganitanolocke asses elit, oe $5,000.00 
Minority stockholders’ hold- 
Ingsini pw eapmolock se. 4. $5,000.00 
Par value of B, Capital Stock, 
not held by controlling company, 
but remaining in the hands of the 
public. 


Surplus. It will still be noted that of the surplus on the 
books of B at date of acquisition, there remains $250.00 that 
has not been adjusted. This is the proportion of the surplus 
at that date applicable to the stock held by minority stock- 
holders, and this should be transferred from surplus to the 
account with Minority Stockholders. 


COME SUTDILISHL eh eet aa ey te eats es $250.00 
Minority stockholders’ in- 
terest in Surplus of B..... $250.00 


Proportion of surplus of B at 
date of acquisition applicable to 
stock in the hands of minority 
stockholders. 


The actual surplus on the books of B at date of above 
Balance Sheet is $10,000.00, hence it is evident that $5,000.00 
of this surplus has accrued since date of acquisition. 5% of 
this is applicable to the stock owned by minority stockholders 
and this must be transferred to their account. 


CAE SOLDIIB tea eit eh ceo ene aiatzi ale $250.00 
Minority stockholders’  in- 
terest in Surplus of B..... $250.00 


Proportion of surplus of B 
since date of acquisition applicable 
to stock in the hands of minority 
stockholders. 


Stock Acquired at a Premium. In acquiring the capital 
stock of C, it will be noted that the holding company purchased 
all the capital stock, amounting to $100,000.00. At date of 
acquisition, the surplus of C amounted to $25,000.00, hence the 
book value of the capital stock acquired by A amounts to 
$125,000.00. This is carried on the books of A at $175,000.00. 
The holding company paid a premium of $50,000.00 on the stock 
acquired. It is, therefore, evident that A has paid $50,000.00 
for good will. 
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(5) 7G Capital Stockeiii wate: sane $100,000.00 
MOLUPDIUS,:tiscee oh Lite ane eee ee 25,000.00 
Good Willie An eS eee errs eae 50,000.00 
Investment in C, Capital 
Stockidakt sec wee eee $175,000.00 


To charge to Good Will the 
difference between the par value 
and surplus of C, Capital Stock, 
at date of acquisition by A and the 
actual sum paid. 


-Intercompany Accounts. In examining the intercom- 
pany accounts on the Balance Sheets of the three companies, 
it will be noted that on the Balance Sheet of A, the intercompany 
account appears as an asset amounting to $100,000.00. On the 
Balance Sheet of B, the intercompany account appears as a 
liability amounting to $85,000.00, and on the Balance Sheet of 
C, it appears as a liability amounting to $5,000.00. Combining 
the intercompany accounts from the Balance Sheets of B and 
C, it will be seen that the combined liability is $90,000.00, 
$10,000.00 less than the amount appearing on the Balance 
Sheet of A, hence it is evident that the intercompany accounts 
are not in agreement. 


Let us assume that an investigation shows that the dif- 
ference arises because of a shipment of goods, made by one 
company and valued at $5,000.00, had not been received or 
taken up by the receiving company, and that a remittance of 
$5,000.00 made by one company had not been received by the 
other company. 


(6) Inventorieseices ee sere ener $5,000.00 
Intercompany Accounts..... $5,000.00 
Shipment by A to B not taken 

up by B. 

(7) 6 Casha are ae ee ee $5,000.00 

Intercompany Accounts..... $5,000.00 


Cash in transit. Remittance 
by C to B not yet received by B. 


Profits on Intercompany Sales. While it is true that 
transfers of products and sales of service between the affiliated 
companies should be at cost, yet it sometimes occurs that 
intercompany sales include a profit, in which case an examina- 
tion of the books must be made to determine whether any of 
this intercompany profit is included in the inventory of stock 
on hand. 


In this problem, we shall assume that one of the companies 
sells to another and that there is an intercompany profit in 
inventories of $10,000.00 requiring adjustment. The inter- 
company profit should be adjusted as follows: 
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CSE SUrpLUSwe Te etna a atria ds ort. °c $10,000.00 
INVENTORVE Pe tae rs oe es $10,000.00 
Intercompany profit in inven- 
tories at end of year. 


The above shows the proper adjustment for intercompany 
profits in inventories at end of year resulting from the fact 
that goods are not transferred between the affiliated companies 
at cost. If a profit will result in inventory at end of the year, 
it is natural that profits will result similarly in inventories at 
the beginning of the year. To illustrate this principle, let us 
assume that the intercompany profits at the beginning of the 
year amounted to $7,500.00. 


(9) Surplus at beginning of year—A. $7,500.00 
Brotieancdilosse nae ee. $7,500.00 
For intercompany profits in 
inventory at beginning of year. 


Where inventories are reduced to net integration cost be- 
fore being taken up on the books of the various affiliated com- 
panies, the last two adjusting entries are not required. 


Surplus Working Sheet. In making the eliminating and 
adjusting entries for the Surplus Working Sheet, the debits and 
credits to Surplus on the Working Sheet for Consolidated Balance 
Sheet have to be applied to the various items in the analysis 
of the surplus. In this problem, all the entries can be readily 
applied to the proper items with the exception of the debit of 
$250.00 for the proportion applicable to the stock in the hands 
of minority stockholders of the surplus of B accumulated since 
acquisition of the controlling interest by A. 


Surplus from date of acquisition* to beginning of year, 


BORO 2) SOO OO te Aides OE rae re ho thw a hee: $125.00 
Proportion of profits for year, 5% of $12,500.00...... 625.00 
$750.00 

Less—Proportion of dividend, 5% of $10,000.00..... 500.00 
$250.00 


The Working Sheet for the Consolidated Balance Sheet 
and Surplus Account are illustrated on following pages. It will 
be noted that the above adjusting entries have been transferred 
and that the accounts are properly consolidated so that it is a 
simple matter to set up a Consolidated Balance Sheet from the 
information given in the last column. Working Sheets are not 
called for in the problem and are not necessarily a part of the 
required solution, but are illustrated here in order to simplify 
the solution and that the principles may be more easily com- 
prehended. 

*The date of acquisition is not shown in the problem. The proportion 


of surplus accrued between the date of acquisition and the beginning of the 
current fiscal year is arbitrarily arrived at. 
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A. THEORY QUESTIONS 


1. In examining several manufacturing properties with 
a view of consolidation, what general rules should govern the 
examinations? GOPa AO Exe 


2. Four corporations, which have been doing business with 
each other, consolidate. In each set of books, accounts are 
open with the other three. How will these be treated in the 
Consolidated Balance Sheet? GPa Ais 


3. If in consolidating the accounts of a holding company 
and its subsidiary companies, you find that in the case of one 
of the subsidiary companies the holding company owns only 
60% of its voting stock, state briefly how you would treat this 
subsidiary company’s accounts in the Consolidated Balance 
Sheet and why your proposed treatment reflects the true financial 
position of the combined companies more clearly than other 
methods with which you may be familiar. Inst. Ex. 


4. In making up a Consolidated Balance Sheet of a holding 
or parent company, and two subsidiary companies where, in 
the case of one of the subsidiary companies, its entire capital 
stock has been acquired at less than par, and in the case of the 
other, at a substantial premium, how would you deal with such 
discount and premium, respectively, in the Consolidated Balance 
Sheet? CUROCAMEX: 


5. In the event that all the stock of the subsidiary com- 
panies was not owned by the parent company, how should such 
proportion of said stock belonging to the minority stockholders, 
together with the proportion of surplus appertaining thereto, 
be stated in the Balance Sheet? GOP Axe 


B. ACCOUNTING PROBLEMS 


1. The A Company buys on January 1, 95% of the stock 
of the B Company. The Balance Sheet of the latter company 
on that date is as follows: 


BALANCE SHEET—B COMPANY 


ASSETS LIABILITIES 
Current Assets...$ 850,000.00 | Cur. Liabilities. .6 250,000.00 
Property Accts... © 500,000.00 | Capital). ......; I,000,000.00 
SUPpPHIB Aa ae 100,000.00 


$1,350,000.00 $1 ,350,000.00 
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The A Company pays par for 90% of the stock, and 120 
for 5% of it. During the next six months, a doubtful claim of 
the B Company, which prior to January 1 had been written off, 
turns out to be good, and $5,000.00 cash is realized on it. 


At the end of the first six months, B Company has made 
$100,000.00 net profit from operations, and a dividend of 
$200,000.00 is paid. 


In making up a Consolidated Balance Sheet of A Company 
and its subsidiaries at January I (date of purchase) state, giv- 
ing briefly your reasons, how you would treat: 


(a) A Company’s interest in the B Company and at July I. 

(b) The doubtful claim recovered. 

(c) The dividend paid. 

(d) The interest of outside B stockholders in B Company. 

Inst. Ex. 

2. The following items appear on the Balance Sheet of 
the American Pin Company, June 30, 1922: Land, buildings, 
equipment, etc., $335,000.00; capital stock of the Bronx Pin 
Ticket Company, par $50,000.00; cost, $57,400.00; patents, 
$15,000.00; working and trading assets, $37,500.00; cash 
¢10,000.00; accounts receivable, $32,000.00; due from Bronx 
Pin Ticket Company, $375.82; deferred assets, $1,500.00; first 
mortgage 6% gold bonds payable, due 1932, $100,000.00; taxes 
accrued, $3,250.00; salaries and wages accrued, $4,327.82; 
accounts payable, $123,749.83; notes payable and _ interest, 
$80,125.00; interest accrued on first mortgage bonds payable, 
$2,500.00; reserve for depreciation of building and equipment, 
$35,000.00; preferred capital stock outstanding, $75,000.00; 
common capital stock outstanding, $50,000.00; profit and loss 
surplus, $14,823.17. 


The American Pin Company having acquired all the capi- 
tal stock of the Bronx Pin Ticket Company, the Balance Sheet 
of which appears below, it is proposed to merge the two com- 
panies as of July 1, 1922. 


THE BRONX PIN TICKET COMPANY 


Assets—Land, buildings and equipment, etc., $260,000.00; 
capital stock of the Blauser Pin Tray Company carried at par, 
$35,000.00; patents, $22,625.00; working and trading assets, 
$10,000.00; cash, $10,365.27; accounts receivable, $37,943.86; 
sinking fund, $3,236.92; deferred charges to expense, $1,200.00. 
LIABILITIES AND CAPITAL—First mortgage 5% gold bonds pay- 
able, due 1935, $50,000.00; taxes accrued, $2,750.00; salaries and 
wages accrued, $3,147.83; due to creditors, $144,720.30; due 
to American Pin Company, $375.82; notes payable and interest, 
$31,372.53; interest accrued on first mortgage bonds payable, 
$1,250.00; reserve for depreciation of plant and equipment, 
$27,500.00; common capital stock outstanding, $50,000.00; 
profit and loss surplus, $69,254.57. 
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Prepare: 


(a) The entries on the books of the American 
Pin Company. 

(b) The entries on the books of the Bronx Pin 
Ticket Company. 


(c) Balance Sheet of the American Pin Company 
after the merger. 


3. On January I, 1922, Company X purchased the entire 
capital stock of Company Y at $175.00 per share, and all the 
stock of Company Z at $80.00 per share. 


A Balance Sheet, as stated below is handed to you, as at 
June 30, 1922, with the request to (a) draft the necessary journal 
entries to record the purchas2 of Y and Z capital stock and (b) 
to prepare a Consolidated Balance Sheet of the X Company 
and its subsidiary companies at that date. 


BALANCE SHEET—COMPANY X 


Property and Good Canitalotock soe tune. $1,350,000.00 
Wrallitecetts 32. ote spas $510,000.00 | Current Liabilities...... 90,000.00 
Stock of Subsidiary Surplus 20/1/2279 .t.cuw 315,000.00 
Companies......... 900,000.00 | Undivided profits for 
Current Assets........ 420,000.00 half year ended 
O/20 (2200 Vite. n sss 75,000.00 
$1,830,000.00 $1,830,000.00 


BALANCE SHEET—COMPANY Y 


Property and Good Canitali Stocks sg saan $240,000.00 
WT eaten eye eet $390,000.00 | Current Liabilities...... 6,000.00 
Current Assets........ 36,000.00 | Surplus, 1/1/22........ 120,000.00 


Undivided profit for 
half year ended 
G20 /22. ot Mes ok 60,000.00 


$426,000.00 $426,000.00 


BALANCE SHEET—COMPANY Z 


Property, 1/1/22...... $678,000.00 | Capital Stock.......... $600,000.00 
Current Assets.....,.. 108,000.00 | Current Liabilities...... 144,000.00 
Surplus, 5/1/22 ew eo ole 18,000.00 


Undivided profit for 
half year ended 
6/20/2238) fasaae nee 24,000.00 


$786,000.00 $786,000.00 


There are no intercompany accounts or inventories, 


CPi Aix. 


Unit Twenty-Four 
SYSTEMATIZATION 


Accounting Systems. Public accountants devise systems 
for various classes of concerns including mercantile, manufac- 
turing, financial, public service, municipal, ecclesiastical, etc. 
Systems are quite commonly described as general accounting 
systems and cost accounting systems. Strictly speaking, any 
accounting system is a cost system, for is it not one of the prin- 
cipal objects of any accounting system to show costs—prime 
cost, cost of production, cost of sales, cost of operations, etc.? 


The Federal Trade Commission on July 15, 1916, addressed 
a letter to retail merchants saying in part: ‘‘The Federal Trade 
Commission has found that the majority of retail merchants do 
not know accurately the cost of conducting their business, and 
for this reason they are unable to price their goods intelligently. 
There must be decided improvement in this direction before 
competition can be placed upon a sound basis and before we 
can expect a decrease in the heavy business death rate among 
retail merchants.”’ 

About the same time, the Commission in a letter to Amer- 
ican manufacturers, said in part: ‘The Federal Trade Com- 
mission has found that an amazing number of manufacturers, 
particularly the smaller ones, have no adequate system for de- 
termining their costs and price their goods arbitrarily.” 


While it is possibly true that cost accounting is a special 
branch of accounting, yet it must be remembered that it is only 
a branch of general accounting and that experience has proven 
that cost accounting systems which are not a part of the general 
accounting systems are a failure. 


Preliminary Information. The accountant called upon 

to devise a system of accounts will need certain information 
before he can proceed in a satisfactory manner. He will want 
to know how the company is organized, whether a single pro- 
prietorship, partnership or a corporation; the nature of the 
business engaged in; the volume of the annual business; the 
reports and statements desired by the management; wherein 
the present system is inadequate or faulty; the number of book- 
keepers employed; the cost of maintaining the present system; 
the mechanical appliances in use in the bookkeeping depart- 
ment, and such other information as will prove helpful in de- 
vising a system to fit a particular concern. Conditions differ 
in nearly every concern, and the accounting system must be 
adapted to existing conditions. 


The accountant called in to devise a system of accounts to 
replace a system that has not been producing desired results is 
very much in the same position as the physician called to pre- 


Copyright 1922, South-Western Publishing Co. 
Iry 


118 PUBLIC ACCOUNTING AND AUDITING 


scribe a remedy for a sick man. He should feel the pulse, look 
at the tongue, take the blood pressure, ascertain the temperature 
and make a thorough examination of the system preliminary 
to the devising of a new system. 


Fundamental Principles. In devising a system of ac- 
counts for any concern, either mercantile, manufacturing, or 
otherwise, there are certain fundamental principles to be ob- 
served by the accountant. The principal objects which should 
receive careful consideration may be stated as follows: 


1. To Properly Design Books of Account. The books 
of account are, of course, divided into two classes—those of 
original entry and those of final entry. The books of original 
entry should be devised with suitable arrangement of columns 
in which to record and distribute the various items in such a 
manner as to afford such data for the preparation of a Balance 
Sheet and Statement of Profit and Loss in standard form. The 
accountant must see through from the books of original entry 
to the final statements resulting therefrom, and the items ap- 
pearing on the books of original entry must directly contribute 
to the aggregate items appearing on the financial statements. 


In planning the books of final entry, the accountant will be 
governed by the volume of business and the size of the force 
required to record the transactions. In a very small business, 
it is possible that a single ledger with the accounts divided into 
three groups—general, creditors, and customers, might prove 
sufficient. If, however, the volume of business is such that 
several bookkeepers will be required to do the posting, it will 
be seen that separate ledgers should be provided. Instead of 
dividing a single ledger into three sections, it would be better 
to provide a general ledger to contain the general and controlling 
accounts; a creditors’ ledger for accounts with Trade Creditors, 
and a customers’ ledger for accounts with Trade Customers. 
Again, it may be necessary to subdivide the subsidiary ledgers 
with creditors and customers into several sections. This is 
especially true with regard to customers. It may be necessary 
to subdivide the customers’ ledger into several sections to enable 
several bookkeepers to work on them. The division may be 
made on an alphabetical, geographical, or some other basis. 


2. To Properly Classify the Accounts. It is important 
that the accounts be properly classified. To do this it is 
necessary: 


(a) To ascertain the character of the assets and liabilities; 
to determine their order of classification and to what extent they 
may to advantage be contained in separate accounts to the end 
of arriving at a permanent form in which the Balance Sheet may 
be clearly stated. 


(b) To ascertain the sources of income and expense inci- 
dental to operations of the business, taking into consideration 
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the elements of cost, fixed charges, administrative expenses, 
maintenance or up-keep, depreciation, reserves, etc., to the end 
of arriving at a comprehensive and intelligible Profit and Loss 
statement. 


Separate accounts should be provided for the assets, lia- 
bilities, expenses, and sources of income. Merchandise accounts, 
expense accounts, and similar accounts should be properly sub- 
divided. A general account with merchandise or expense is 
nothing more than a “dumping account,” and certainly has no 
place in a modern accounting system. In determining a proper 
classification of accounts, the old saying that there should be 
“A place for everything, and everything in its place” is quite 
appropriate. 


3. To Promote Efficiency in Procedure and Office 
Routine. It is the duty of the accountant to institute suitable 
procedure and organization in the methods of treating with 
details and in recording of the transactions on the books of 
account with a view to economy of time, accuracy of work, and 
facility of balancing the accounts, and the preparation of finan- 
cial statements. 


4. To Provide for Internal Check and Audit. The 
system should be so planned as to secure the best internal check, 
thereby readily making apparent any irregularity which may 
arise from ignorance, stupidity or dishonesty on the part of 
employes in the accounting department. 


The general principle to be followed is that no one person 
shall be in complete control of any important part of the busi- 
ness, but that the work of each employe shall be subject to check 
or supervision by other employes by being made to fit in with 
the work of others. 


Controlling accounts must be kept on the general ledger 
with each subsidiary ledger with customers in case there is more 
than one. Cash receipts should be recorded by more than one 
person so that fraud or embezzlement could not take place with- 
out collusion between two or more employes. Vouchers for 
payments should be accompanied by invoices from creditors, 
properly certified pay rolls, etc. Sales tickets should be made 
in duplicate so that the ticket which goes to the customer shall 
be an exact copy of the one filled in the shipping room. 


The system should be susceptible of a thorough and rapid 
periodical audit by public accountants. Provision for an in- 
ternal check is particularly desirable in mercantile accounting 
systems because the volume of detail in connection with the 
recording of purchases and sales, both cash and credit, is so 
great as not to lend itself readily to an audit. In a Balance 
Sheet audit, the auditor could do no more than test the accuracy 
of the sales and receipts therefrom. A detail audit would be 
quite out of the question because of the expense attached thereto. 
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Mercantile Accounting. The devising of accounting sys- 
tems for mercantile concerns offers an interesting field of work 
for the public accountant. It is true that mercantile accounting 
will be found less technical than accounting for manufacturing 
concerns. In this discussion, we shall confine ourselves to a 
general accounting system for a mercantile concern. No attempt 
will be made to adapt the discussion to a system for a specific 
concern, but rather an effort will be made to discuss the general 
principles covering systematization. 


Objects of an Accounting System for Mercantile 
Concerns. There are certain general objects to be obtained 
from a sound accounting system for mercantile concerns prop- 
erly devised and properly kept. A few of the more important 
objects might be summed up as follows: 


I. To meet current needs and provide for expansion of 
business in the future. The system devised should not be based 
solely upon the present volume of business, but should be flex- 
ible enough to allow for future expansion. 


2. To enable the merchant to price his goods intelligently. 
There has been a tendency among retail merchants in the past 
to conduct their business without an adequate accounting sys- 
tem, hence selling prices were determined arbitrarily. 


3. To furnish the management with proper and sufficient 
information to be used as a guide in conducting the business on 
sound principles; a system that will provide the necessary 
information from which to prepare operating and financial state- 
ments, and to compile needed statistics to be used in determining 
future policies. 


4. To provide for a logical distribution of work, and for 
a proper classification of receipts and disbursements. The dis- 
tribution of the work should be made in a manner that will 
provide a satisfactory internal check. 


5. To provide complete and permanent records that can 
be maintained at the smallest expense. Too often, accounting 
systems are devised without regard to the possible cost of keep- 
ing, and it is soon found that the cost is greater than the addi- 
tional benefits obtained. 


6. To enable the management when seeking credit to 
produce a statement of financial condition upon which a banker 
might extend full credit to which the company is entitled. If 
unable to produce a proper statement for credit purposes, a 
possible expansion of the business might thereby be limited. 
Bankers are giving more and more attention to the accounting 
methods used by merchants to whom they extend credit. 


Bankers Base Extent of Credit on Financial Condi- 
tion. Bankers are willing to give larger loans and very often 
more liberal terms to the merchant who keeps his books in a way 
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that enables him to show the bank at any time just how his 
business is progressing. A merchant who can show progress 
will undoubtedly receive more consideration with the same 
amount of assets than one who cannot. Even if he is successful, 
but cannot show it because of his bookkeeping methods, the 
bank will not consider him a desirable credit risk. 

Another very important point to which the bank gives 
consideration is whether the prospective borrower is making 
proper provisions for depreciation on stock, buildings, and fix- 
tures, and his books should be so arranged as to show the amount 
of these provisions. No merchant can be said to be managing 
his business properly unless adequate provision is made for 
depreciation. : 


Adaptability of System to Existing Conditions. It is 
almost impossible to describe in detail an accounting system for 
a mercantile concern without assuming certain existing condi- 
tions. Any accounting system that might be devised must be 
adapted to the business and must provide for a certain volume 
of business. It will readily be seen that an accountant might 
be called upon to devise a system for a small mercantile con- 
cern, one in which there need be no departmentalization of the 
accounts, a concern in which there is required the greatest sim- 
plicity. Again, the accountant might be called upon to devise 
a system for a concern maintaining numerous departments and 
where it is desired to show the results of operations in each 
department. It is to be seen that the system fitting the former 
would not be adapted to the latter concern. 


An Accounting System for a Small Mercantile Con- 
cern. The system of accounts outlined here is intended to meet 
the requirements of retail merchants. The object has been to 
describe a system that will give information essential to suc- 
cessful management of a small mercantile establishment. The 
author believes that the best accounting system for any business 
is the one which will furnish the required information with the 
least effort and cost. No attempt is made to departmentalize 
the accounts, though this will be taken up in a later discussion. 


Books of Account. To operate the accounting system 
described herein requires the use of but four books of account— 
the journal, cash book, purchases book and ledger. Sales 
tickets and credit tickets will be used for recording sales and 
sales returns and allowances. 


Journal. An ordinary two column journal can be used. 
This is the form of journal with which all bookkeepers are 
familiar. No special rulings are required, there simply being 
two money columns required on each page. 


Cash Book. This might be termed a general cash book, 
for in it will be recorded all cash transactions whether repre- 
senting receipts or disbursements. The left hand or debit side 
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is for recording receipts. Special columns should be provided 
in the order named: 


1. Date 5. General accounts 
2. Name of account 6. Accounts Receivable 
3. Explanation 7. Cash Sales 


4. Ledger folio (L. F.) 


The right hand or credit side is for recording disbursements 
and special columns should be provided as follows: 


1.) /Date 5. Ledger folio (L. F,) 

2. Name of account 6. General accounts 

3. Explanation 7. Accounts Payable 

4. Check No. 8. Discounts on Purchases 


Purchases Book. A purchases book is designed in which 
to record the invoices representing purchases of merchandise 
only. Special columns should be provided as follows: 


1. Date of record 5. Address 
2. Date of invoice 6. Ledger folio (L. F.) 
3. Number . 7. Terms 


4. From whom purchased 8. Amount 


Sales and Credit Tickets. The use of sales and credit 
tickets for recording sales and sales returns and allowances has 
almost become universal with merchants. The sales ticket is 
the original record of the sales transaction. The ticket is usually 
made out by the sales person when making the sale; though in 
some cases, these tickets are made out by special clerks on a 
special register machine. The ticket shows the following in- 
formation: 


1. Number 6. Description of article sold 
2. Date 7. Price 

3. Name of sales person 8. Terms (whether paid in full, 
4. Name of customer or deposit given and balance 
5. Address of customer CO. Delon willicalls) 


Ledger. Either a loose-leaf or a bound ledger may be used. 
Loose-leaf forms add greatly to the elasticity of a system of 
accounting and are in most cases more economical than bound 
forms. The accounts should be arranged in the following order: 

1. General accounts 

2. Accounts with Creditors 

3. Accounts with Customers 


If the volume of business will warrant a division of the 
ledger accounts, it will be best to provide a general ledger for 
the general accounts and subsidiary ledgers for Accounts Re- 
ceivable and Accounts Payable. In this case, the general ledger 
will also contain the controlling accounts for the subsidiary 
ledgers. The general ledger must be so kept that it balances 
independently of the subsidiary ledgers. The subsidiary ledgers 
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for creditors and customers can also be made self-balancing by 
opening a controlling account in each. This controlling ac- 
count would be just the opposite from the one in the general 
ledger and requires a sort of double posting. It enables the 
bookkeeper to take off a Trial Balance without access to the 
general ledger which, of course, serves as a sort of internal 
check on his work and avoids the necessity of his having access 
to the general ledger which is sometimes objectionable. 


Outline of Accounts. An accountant, in devising a system 
of accounts, should prepare an outline of the accounts to be kept. 
The exact outline will always depend upon the nature of the 
business, the volume of the business and the information de- 
sired by the management. To fit the system under discussion, 
we shall assume a classification of accounts as follows: 


Real Accounts: 


I. Cash 
2. Accounts Receivable (Trade Customers) 
3. Notes Receivable (Trade Customers) 
4. Insurance 
5. Store Property 
6. Warehouse Property 
7. Store Equipment 
8. Office Equipment 

9. Delivery Equipment 
10. Inventory : 
Ir. Res. for Doubtful Accounts 

12. Res. for Depr. of Store Property 
13. Res. for Depr. of Warehouse Property 
14. Res. for Depr. of Store Equipment 
15. Res. for Depr. of Office Equipment 
16. Res. for Depr. of Delivery Equipment 
17. Notes Receivable Discounted (Trade Customers) 
18. Notes Payable (Trade Creditors) 
19. Notes Payable (Banks) 
20. Accounts Payable (Trade Creditors) 
21. Accounts Payable (Others) 
22. Mortgages Payable 
23. Proprietor’s Drawing Account 
24. Proprietor’s Capital Account 


Nominal Accounts: 


51. Purchases 

52. Sales 

53. Sales Allowances 

54. Salaries and Wages of Buying Force 
55. General Buying Expense 

56. Salaries and Wages of Sales Force 

57. General Selling Expense 

58. Advertising 

59. Salaries and Wages of Delivery Force 
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60. General Delivery Expense 

61. Office and Management Salaries 
62. Office Supplies and Expense 
63. Insurance 

64. Taxes 

65. Interest 

66. Miscellaneous General Expense 
67. Rent 

68. Losses from Bad Debts 

69. Cash Discount on Purchases 
70. Cash Discount on Sales 


Manufacturing the Books of Account. The accountant 
devises the system drawing up proper forms indicating headings 
to be printed, ruling desired, style of binding wanted, and then 
an order is given a printing company or manufacturers of blank 
books. Some accounting firms furnish the printer with blue 
prints of the forms and books desired. In any event, the printer 
must be furnished with information sufficient to enable him to 
print and manufacture the books of account. The printer will 
submit proofs to the accountant and these must be carefully 
verified with the original copy. Otherwise, the accountant will 
be responsible for errors should any occur in printing, ruling or 
binding. It probably is not out of place to state that the ac- 
countant should reach an understanding with his client as to 
the handling of the bills in connection with the manufacturing 
of the books. Usually the accountant secures permission from 
the client to give the order to the printing company, but the. 
bills are to be sent direct to the client and are handled entirely 
separate from the bill for the accountant’s services. 


Accountant’s Report. When the books and forms are 
ready for installation, the accountant usually supervises the 
“opening of the books.’’ He also furnishes the head book- 
keeper with a report containing detailed instructions regarding 
the keeping of the books of account and the proper use of the 
forms provided. The report should contain a description of 
each book of original entry, tracing the items from these books 
to the ledgers and from the ledgers to the statements. Each 
account should be described as to its use and purpose. If the 
accountant can prepare a report covering all the transactions, 
it can readily be seen that the bookkeeper will find such a 
report most helpful while becoming accustomed to the new 
system. It will also save confusion and dissatisfaction resulting 
from the bookkeeper’s failure to understand the proper method 
of recording certain transactions and in preparing monthly or 
annual statements. Much of the success of the system will de- 
pend upon the ability of the bookkeeper to follow the instruc- 
tions of the accountant. 

The following report is presented to illustrate a simple 
report to fit the system herein described. Space permits only 
an explanation of the use of the books of account. 
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ACCOUNTANT’S REPORT 


Books of Account. A journal, cash book, purchases book, 
and ledger are provided. The following instructions should be 
Vera with regard to the recording of transactions in these 

ooks. 


Journal. At the date the books are to be opened, a state- 
ment of assets and liabilities should be prepared. This will be 
used as the basis of the opening entry. Accounts representing 
assets should be debited and accounts representing liabilities 
should be credited. The proprietor should be credited for the 
present investment which will be the difference between the 
total of the assets and liabilities. The entry should be sup- 
ported by a schedule of Accounts Receivable or Accounts Pay- 
able. These schedules will be used in posting to the individual 
accounts with customers and creditors. 


The total of the account Sales for each month as shown by 
the sales tickets should be entered in the journal, debiting Ac- 
counts Receivable (controlling account) and crediting Sales. 
The total of the credit tickets for each month representing sales 
returns and allowances are also entered in the journal, debiting 
Sales with the returns and Sales Allowances with any allowances 
in the form of price concessions and crediting Accounts Receiv- 
able (controlling account). 


Transactions which do not go through either the cash book 
or purchases book should also be journalized. These entries 
comprise such items as Notes Receivable and Payable, allow- 
ances or corrections of invoices on account of merchandise pur- 
chases previously entered in the purchases book, the various 
adjusting entries at the end of the month, and the closing entry 
at the end of the fiscal period. 


Journal entries affecting accounts with customers and 
creditors will also have to be posted individually to the con- 
trolling account for Accounts Receivable and Accounts Payable 
in the general ledger. 


Cash Book. The total cash receipts for each day should 
be deposited in the bank and all payments should be made by 
check. In case small cash disbursements are necessary for such 
as car tickets, telegrams, and minor items, it would be advisable 
that this be handled on the petty cash plan. A check should be 
drawn for an amount to cover the disbursement for a certain 
period, possibly one month. At the end of the period, the 
cashier should prepare a petty cash statement which should be 
supported by vouchers and a check drawn for the exact amount 
of the statement, thereby restoring the petty cash fund to the 
original amount. This check should be entered in the cash book 
in the regular way charging the various expense accounts as 
shown by the petty cash statement. 
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The total of cash sales for the month as shown by the 
footing of the cash sales column should be checked against the 
total of the cash sales tickets and then posted to the credit of 
Sales. The total of the Accounts Receivable column for the 
month is posted to the credit of Accounts Receivable (con- 
trolling account). The total of the Accounts Payable column 
is posted to the debit of Accounts Payable (controlling account). 
The total of the discount on the purchases column is also posted to 
the debit of Accounts Payable (controlling account). All pay- 
ments for expense items other than petty cash should be en- 
tered in the cash book as made and posted therefrom to the 
proper accounts. At the end of the month, all expense bills for 
the month should be paid so as to insure the expense being 
charged in the proper month. (It must be remembered that 
this is a description of a system for a small mercantile concern 
and that simplicity is the principal feature of the system.) 


The total cash receipts for the month should be posted to 
the debit of the Cash account in the general ledger. The total 
cash payments for the month should be posted to the credit of 
the Cash account in the general ledger. The cash book balance 
at all times should check with the balance as shown by the 
check book plus the amount in the petty cash fund. 


No special check book is required. At the end of the month, 
the cash book should be balanced, or a statement secured from 
the bank together with canceled checks. These should be 
checked with the stubs, the checks being arranged in numerical 
order. If any checks are outstanding, note them on the stubs 
and deduct from the total checks written. The check book 
balance should then agree with the bank book balance. 


Purchases Book. The postings are made direct from this 
book into the purchases ledger and the total at the end of the 
month is posted to the debit of Purchases and to the credit of 
Accounts Payable (controlling account). 


Sales and Credit Tickets. Sales tickets must be made 
out for every sale and the daily total of these gives the total 
sales for the day. The cash sales tickets are checked against the 
cash received and the charge tickets go to the bookkeeper. 
Credit tickets must be made out to the credit of customers and 
these likewise go to the bookkeeper. 


Ledgers. The general accounts should be classified in the 
general ledger in the following order: 


I. Assets. 

2. Liabilities. 
ae Canital. 

4. Income. 

5. Expenses. 
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The accounts in the sales ledger represent trade customers. 
These are charged with merchandise sold on account, the book- 
keeper securing his information from the sales tickets. These 
tickets are first listed, then turned over to the bookkeeper who 
posts them to the debit of the proper accounts listing the amounts 
as he posts them, then comparing his total with that of the first 
list which must agree. Credit entries for allowances, deductions, 
cash discounts, or returned goods are made from credit tickets 
in exactly the same manner. Posting to the ledger, therefore, 
comes from one of three sources: 


1. Sales and credit tickets. 


2eie}ournals 
oases bOOk: 


The accounts in the purchases ledger represent trade cred- 
itors. These are credited with purchases on account and debited 
when paid. Allowances, deductions, cash discounts and returns 
are also debited to these accounts. The postings to these accounts 
may come from three sources: 


1. Purchases book. 
2. Journal. 
3. Cash book. 


Monthly Statements. Monthly statements will furnish 
information of inestimable value to the management and will 
also be available for comparative purposes. At least a Balance 
Sheet, Statement of Profit and Loss, and a comparative summary 
of sales and expenditures should be prepared. These state- 
ments do not involve a monthly closing of the books, which 
can be kept open until the end of the fiscal year or half year, 
it being quite customary in mercantile concerns to close the 
books semiannually, either December 31 and June 30, or 
January 31 and July 31, so as to divide the spring and fall 
seasons. A monthly Statement of Profit and Loss should show 
the results only for the month so that it will be possible to 
compile comparative statistics based on the results shown. It 
is more convenient to prepare a Statement of Profit and Loss 
based on operations from the beginning of the fiscal period to 
the date of the statement. If this is done, the net profit for the 
month can be determined only by deduction. Furthermore, 
it is not sufficient to simply ascertain the net profit for the 
month. The average business man will want to know not only 
his net profit but will desire statistical information as to gross 
sales, net sales, cost of sales, various classes of expenses, etc. 
While all this information might be obtained by a process of 
deduction, it will be better to prepare statements of each month’s 
operations entirely independent of the operations of preceding 
months. 

On the following pages are shown pro forma statements. 
These statements, it will be noted, are similar in form to those 
prepared by the Federal Trade Commission as set forth in 
“A System of Accounts for Retail Merchants.” 


128 PUBLIC ACCOUNTING AND AUDITING 


PRO FORMA BALANCE SHEET 


ASSETS ; 
CURRENT ASSETS 
Cash on Hand and in Bank......... XXXX. XX 


Notes Rec. (Trade Customers)...... XXX. XX 
Accounts Rec. (Trade Customers). ..|| XXxx. xx 
Less Reserve for Bad Debts....... XX.XX || XXXX. XX 


Inventory of Merchandise (at cost)... RRNK KK 
Prepaid dnstirances.2) 3... (ac wanes Soe ee 
Accrued Interest Receivable......... oxx 


Total Current Assets. ...) 0.30450 XXXX. XX 


FIxED ASSETS 


Store Propercynmiey os vaya XXXX. XX 
Warehouse Property) ove eines XXXX. XX 


Less Reserve for Depreciation on 
Store and Warehouse......... XX.XX || XXXX. xXx 


Store Equipment. tan en ee ee XXX. XX 
Ofice Ee ainpmenty ii.0 ne on ae ens x KK 
Delivery oliquipmentin. -.ueeuue eee , XXX. XX 


‘Total Fixed Assetsy hot eh XXXX. XX 


otal Assets! iid. oes XEXKXK. ae 


LIABILITIES AND CAPITAL 
CURRENT LIABILITIES 


Notes Payable (Trade Creditors)....|] xxxx. xx 
Notes Payable (Banks)............. XXX. XX 
Accounts Payable (Trade Creditors)..|| xxxx. xx 
Accounts Payable (Others).......... XXX. XX 
Accrued Interest Payable........... XX. XX 
Accrued Salaries and Wages......... XX. XX 
Accrued Waxes vier k) Suny sie nreamn tne i X. XX 


Total Current Liabilities.......... XXX. XX 
FIXED LIABILITIES 
Mortgages Payable (Warehouse)..... RAXKC XK 
Total Liabilities. custo, REX x 
Proprietor’s Capital Account........ KXXXs XK 


Total Liabilities and Capital: | XXXXX. XX 


(EXHIBIT “A”) 


(NOTE. In the above statement, it is evident that the Depreciation on 
Store, Office and Delivery Equipment has been credited directly to the asset 
accounts, instead of crediting specific reserves for depreciation. This is fre- 
quently done with regard to equipment accounts. In case specific reserves 
were set up, they should be deducted from the book value of the assets on the 
Balance Sheet. 


If the business was organized as a partnership, each partner’s capital 
should be shown individually. If the business was organized as a corporation, 
the amount of capital stock outstanding should be shown. The remainder 
of the Net Capital would appear as Undivided Profits or Surplus.) 


MERCANTILE ACCOUNTING 129 


PRO FORMA STATEMENT OF PROFIT AND LOSS 


SOlOST AT on Se hi XXXX. XX Per cent. 


Less Sales Allowances........... X. XX 


Netisalea ewe crrmpelceie css > ro 6 94bb a 4 100. 
Inventory of Merchandise at be- 
PUNE, Eee rere asyy tir es a ye 04 4 
Merchandise Purchases (cost de- 
livered ‘at store) ete. dss XXKX, XX 
Deduct Inventory of Merchandise hi a 
aly, Closing tact ee ay retar. 4% RARE aK 
Less Stock Depreciation... ....|] XXx.Xx||Xxxx. xx 


Net Cost of Goods Sold.......... XXXX. XX Ve dip 4 


Gross Profit from Trading..... MERE TKK XX.X 
BUYING EXPENSE 
Salaries and Wages of Buying 
POLCE ET ieee re oa ea ac Ue 
General Buying Expense......... XX. XX 


Total Buying Expense......... xX 1X ips 
SELLING EXPENSE 
Salaries and Wages of Sales Force.|} xxx. xx 
PAVEPUSIND wit tae Ne ee e's xno xs 
General Selling Expense......... X.XX 


Total Selling Expense......... Poe e bes <x 
! DELIVERY EXPENSE 
Salaries and Wages of Delivery 
Mt OLCG rr certs uetate ayeys teria» 6s XXX. XX 


Total Delivery Expense........ XXX. XX xX.xX 
GENERAL EXPENSE 
Management and Office Salaries. .|| xxx. xx 
Office Supplies and Expense...... XXOXX 
LStiFanCe re ee hen kone itches X.XX 


RENE aise eee ee carne tt git es XX. XX 
Miscellaneous General Expense. ..|}| Xx. xx 
Total General Expense........ XXX.Xx|| XXX.Xx|] X.X|XX.X 


Net Profit from Trading....... XXX. XX ex 


INCOME FROM OTHER SOURCES 
Interest) Harned sek. oh see XX. XX 
Cash Discounts on Purchases..... X.XX 
Rent: Income (netyo ieee XX. XX 
Miscellaneous Outside Income.... x.Xx|| xX. xx 
Total Income....... ea Make Seances LL XX. XX! 


DEDUCTIONS FROM INCOME 


Netsrronti is oa. tls wee eee, XXX. XX XxX.X 


(EXHIBIT “B”) 
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A. THEORY QUESTIONS 


1. What general principles should govern a public ac- 
countant in the establishment of a system of accounts in any 
business? CG. aie 


2. Outline a system of internal check for a wholesale 
grocery concern doing a business of $3,000,000.00 a year, with 
about 2,000 customers. The system should coordinate with 
an annual audit by professional accountants. Inst. Ex. 


3. Rule a cash book to provide for controlling accounts 
of debtors and creditors, also for discounts in settlement of both 
receivable and payable accounts; embrace also a method to 
include bank records. CSP aa eRe 


4. In auditing department store A, you find that cash 
discounts on purchases are regularly deducted from invoices 
when they are entered in the books, while in store B, the in- 
voices are entered in full and the discounts are credited to a 
discount account as and when received. 


Discuss the relative advantages and disadvantages of the 
two methods, and state what variations, if any, would occur in 
the valuing of inventories under the two methods. Inst. Ex. 


5. The proprietor of a mercantile store asked you to pre- 
pare a set of blanks to be used by them for checking all of their 
delivery wagons, including the returned goods which the driver 
collected. He wants to be able to trace every package. Outline 
such a set. COOP Too Te 


B. ACCOUNTING PROBLEMS 


I. In a certain department of a large dry-goods house 
the purchases for a year were $30,000.00. They were in the 
first place marked up for “‘selling’’ purposes to $45,000.00. Later 
additional mark-ups amounting to $2,000.00 were made and 
mark-downs were also recorded aggregating $5,000.00. At the 
end of the fiscal period, there were found to be on hand goods 
of the marked selling value of $10,000.00. 


State how you would ascertain their inventory value for 
the purpose of closing the books and calculate the amount. 
Explain fully. Inst. Ex. 


2. The following Trial Balance was taken from the books 
of R. R. McClurg who conducts a retail mercantile business. 
It shows the accounts as of January 31, 1921, after the books 
had been closed and the net profit had been credited to the 
proprietor’s capital account. 
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TRIAL BALANCE 
January 31, 1921 


Cash on Hand and in Bank.. Pig 223144 
Notes Receivable (Trade Customers)... 383.68 
Accounts Receivable (Trade Customers) .. 7,037.62 
Merchandise Inventory................ 5,818.12 
Rrepaidy iisutan cere wick ste tess 200.28 
Accrued Interest Receivable............ 1.42 
SCOTC EC OPCEL eee ete eh eds eee 9,000.00 
WV anrehousesEropert vit a. athe vs vets sk es 3,950.00 
MLOLes Caliipalen Uen err heats ok chess 545.42 
Office Hain mientiow, saniiiecuc. i's: Re 148.74 
Delivery UAquipmient: 125 vy se ee 793.34 
Notes Payable (Trade Creditors)........ $ 2,421.00 
Notessbava ble (Banksy: woe cic is eas 1,800.00 
Accounts Payable (Trade Creditors)...... 7 271.44 
Accounts Payable (Others)............. 970.00 
Accrued Interest Payable............... 38.46 
Accrued Salaries and Wages............ 164.00 
PYCCUUGCMUARCStr ns amen po ies amie Ue ANN 15.50 
Mortgages Payable (Warehouse)........ 2,500.00 
Reservetiore pad Jepts.. sie. . tates 3 G72 
Reserve for Depreciation on Store and 

WVErehOuse cae ae ere Meola ys cihi ches 53-96 
PLODHiCun Si ADU iam sates oe cist es 15,700.48 


$31,101 96 $31,101.96 


Construct a Balance Sheet in accordance with the form 
illustrated on page 128. 


3. An audit of the books of R. R. McClurg revealed the 
following information in addition to that shown in the above 
Trial Balance: 


Merchandise Inventory, December 31, 1920. $6,902.18 


RUTChaSesi se ey he, hae ark oe ae Ue 5,519.34 
potted 2 eae aegis a Het ade | OnE aae e DeN o 9,315.92 
malestAllOWancesa simatic Aken heres ti wn ae 4.00 
StOCKRMVENrecia Wot. ie eae hee eat 306.22 
Salaries and Wages of Buying Force......... 50.00 
General Buying Expense... .....2...0... 28.00 
Salaries and Wages of Selling Force........ 354.66 
AGVerlistn b suceuiiw anlar hens pak rite iter tas 60.00 
General Selling*Bxpensel iy seis hie haalet 7.50 
Salaries and Wages of Delivery Force....... 205.34 
General Delivery Expense................. 16.16 
Management and Office Salaries............ 538.00 
Oince Supplies and Expensen.. goo. sae 44.06 
Insurance on Stock and Store Equipment... 3,22 


Taxes on Stock and Store Equipment....... 5.00 
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Losses from ‘Bad’ Debts). ui ee ep OFele 
Miscellaneous General Expense............ 53.58 
Rents. yes DE ACR OS Bt aeec Oe wane eet Oo ae 142.50 
Interest:Costanch aie tee cr an ee ae eee 34.18 
Cash Discount on Purchases............... 13.10 
Rent Incomes, O51) seat ee ah eee a 33.04 
Miscellaneous Outside Income............. 4.00 


No physical inventory was taken on January 31. Neither 
had stock records been kept. The auditor has ascertained, 
however, that the average gross profit from trading for the 
Ree eue three-year period has been 29 1/10%. You are, re- 
quired: 


(a) To calculate the inventory as of January 31, 1921. 


(b) To prepare a Statement of Profit and Loss in form as 
illustrated on page 129. 


4. Brown erects a business block at a cost of $100,000.00 
At the end of the year he finds that the rents from the stores in 
the building amounted to $7,500.00; offices, $3,750.00. The 
expenses for the year were as follows: 


Janitor, $750.00; repairs and alterations, $500.00; water 
and gas, $400.00; taxes, $1.97144 per $100.00, on an assessed 
valuation of $87,000.00; incidental expenses, $150.00. 


Prepare statement showing results of the year’s business 
and per cent. of profit on capital invested, charging 5% interest 
on investment and $2,500.00 for depreciation. CUP NAW 


Unit ‘Twenty-Five 


SYSTEMATIZATION (Continued) 
DEPARTMENTAL ACCOUNTING 


The previous discussion of an accounting system for a mer- 
cantile concern was based on the assumption that the volume 
of business was small and that it was net necessary to depart- 
mentalize the accounts. It was shown that a very simple set 
of records might suffice. All transactions might be recorded in 
but three books of original entry—the journal, cash book and 
purchases book, sales being recorded only on sales tickets, dupli- 
cates of which go to the bookkeeper. A single ledger might be 
sufficient, the accounts being subdivided into three divisions— 
general, creditors and customers. In a larger concern, the vol- 
ume of business might make it advisable to subdivide the general 
ledger, subsidiary ledgers being provided for creditors and cus-_ 
tomers, controlling accounts for each being kept in the general 
ledger. Ina very large mercantile concern, several ledgers might 
be provided for customers, the accounts being subdivided numer- 
ically, alphabetically or geographically. 


Departmentalization. We shall now attempt to describe 
a system of accounts for a mercantile concern in which it is 
desired to show the results in various departments. In order 
that our discussion may be as definite as possible, we will assume 
a wholesale mercantile establishment of five different depart- 
ments. It is desired to show the monthly results obtained in 
each department. The manager desires monthly operating and 
financial statements to be used as a basis in directing the affairs 
of the concern. 


The Federal Trade Commission in “A System of Accounts 
for Retail Merchants” said with reference to departmentalization 
of accounts: ‘Any concern operating distinct departments can 
readily adjust the system to show the results obtained in each 
department.” 


No attempt is made to show how this adjustment may be 
made, hence it would seem to be so simple a procedure as not 
to require any further discussion. At any rate, no further ref- 
erence is made to it in the Federal Reserve Bulletin. It is be- 
lieved, however, that a discussion of the records, accounts and 
statements with emphasis on departmentalization of accounts 
will prove interesting and possibly enlightening to some who 
may not be familiar with departmental accounting. 


Loose-Leaf Records. The system described and _illus- 
trated in the following pages is planned as a loose-leaf system. 
This form of record adds greatly to the elasticity of a system of 
accounting and is, in the long run, more economical than bound 
forms. 


Copyright 1922, South-Western Publishing Co, 
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Voucher System. The voucher system is not often used 
in mercantile concerns, because these concerns find it preferable 
to carry individual accounts with creditors, whereas the voucher 
system is best adapted to concerns which pay their bills 
promptly and do not make payments on account, but pay each 
invoice in full. To attempt to operate a voucher system where 
numerous payments are made on account is to invite confusion; 
hence the system described hereinafter does not provide for the 
voucher system of handling invoices, though as stated, the 
voucher system would be entirely suitable for a concern that 
pays its bills promptly and in full as they mature. 


Distribution of Expenses. When it is desired to depart- 
mentalize the accounts so as to show the results obtained in 
each department, it is necessary to provide for distributing all 
buying, selling and administrative expenses, both direct and 
indirect, to the proper departments. 


Direct expenses represent expenditures which are incurred 
directly by or for a particular department or departments, hence 
these may be definitely charged to that department. Among 
the direct expenses may be classed wages of sales persons, salaries 
of department managers, insurance on merchandise in stock, de- 
partmental advertising and rent. It is customary to distribute 
the rent to departments on the basis of the floor space and posi- 
tion occupied by the department. 


Indirect or overhead expenses (sometimes termed ‘‘burden’’) 
are expenditures incurred by and for the business as a whole. 
These are not direct charges to individual departments. They 
consist of administrative and general office salaries and expenses, 
general advertising, losses from bad debts, taxes, depreciation, 
etc., and are charged to nondepartmental expense accounts. 


In the distribution of indirect expenses to the different de- 
partments, there are several methods in general use. (To be 
discussed in detail later). The most commonly used methods are: 

(a) Net sales. 
(b) Cost of sales. 
(c) Direct labor. 


Purchases Record. By reference to the illustration of 
Forms 101 and 1o1I-A on the opposite page, it will be noted that 
forms have been devised on which all purchases and expenses 
are journalized and distributed by departments. In a large 
concern where there may be many departments, it would, of 
course, be advisable to separate the purchases and expenses 
providing separate books of account for each. In this concern 
with but five departments, the purchases and expenses may all 
be recorded and distributed in the same book. 

Form 101 is the left hand page of the purchases and expense 
record, and it will be noted that columns are provided for record- 
ing the purchases of each department; while on Form r1o1-A, 
the right hand page, columns are provided for distributing the 
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(Right-hand page) 


(Left-hand page) 
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departmental expenses. All invoices, whether they represent 
purchases or expenses, must be journalized in this record. All 
items appearing in the general ledger column would, of course, 
be posted to the credit of the proper account in the general 
ledger. The total of the purchases ledger column at the end of 
each month would be posted to'the Purchases Ledger controlling 
account in the general ledger, the individual items having been 
posted to the accounts with creditors in the purchases ledger. 
The total of the purchases distribution columns will be posted to 
the proper departmental purchases account. 


Freight In. Freight paid on purchases adds to the cost 
of material purchased and, strictly speaking, should be distrib- 
uted over the individual items purchased in order to arrive at 
their true cost. However, in most mercantile businesses, it is 
out of the question to attempt to distribute the freight over the 
individual items. The freight may easily, however, be distrib- 
uted by departments and this should always be done where 
the freight amounts to any considerable sum. Its further dis- 
tribution must depend upon circumstances. 


Invoices for freight charges should be recorded on the left 
hand page and distributed by departments the same as pur-| 
chases. However, it will probably be best to open separate 
accounts with Freight In for each department. If this is 
done, it will be necessary to analyze the columns at the end of 
the month and post the freight charges separate from the pur- 
chases. This will not be difficult, and, if desired, freight charges 
might be entered in ink of a distinctive color during the month 
so that it would be a very simple procedure to analyze the en- 
tries for the month, posting freight charges to the proper depart- 
mental Freight In account, and the balance to the proper depart- 
mental Purchases account. If desired, additional columns 
might be provided for distributing freight on purchases by 
departments. This wou!d avoid the necessity of analyzing the 
items before posting the totals of the departmental purchases 
columns. 


Only one expense column for each department and only 
one general expense column has been provided. If it were at- 
tempted to provide separate columns for each kind of expense 
in each department, the book would be too cumbersome to be 
practical. The number of expense entries in one month will not 
be very great, and anyone familiar with the bookkeeping can 
make an analysis of the entries in a short time. This analysis 
should be made at the end of the month and to correspond with 
the general ledger accounts with expense. The postings to 
these accounts will be made from the analysis in total. The 
details of this analysis may be written just below the footings 
for the month so that there may be a permanent record serving 
as a connecting link between the expense columns and the 
general ledger. 
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If desired, the departmental expense accounts can be carried 
on a special ruled ledger form. As many columns as may be 
necessary may be provided and one expense account can be 
carried in each column. There should also bea total column so 
that the total expenses for the department will appear in one col- 
umn. This should prove with the corresponding column on the 
original record where the distribution is made. By providing 
such a special ruled ledger form, one sheet can thus be made to 
carry all the expense accounts of one department. A blank 
column is provided on Form 1o1-A for use as desired. A general 
ledger debit column is provided for recording any transactions 
that cannot be distributed to any of the other debit columns. 


Sales Record. Form 102 on the next page represents a 
sales ticket to be used by sales persons in recording all sales, 
whether cash or credit. This is a very simple form of sales 
ticket. At the end of each day, the cash sales tickets will be 
totaled and proved with the cash receipts. Account sales tickets 
will go to the individual bookkeepers. Each sales person may 
be required to make a recapitulation of sales for the day, this 
recapitulation to be turned in to the department manager at 
the end of the day. The department manager may be required 
to prepare a recapitulation of sales for the department, this to 
go to the head office. 


Abstract of Sales. At the end of each month, an ab- 
stract of cash and credit sales should be made on Form 102-A. 
This shows the total sales both on account and for cash with a 
proper distribution by departments. Note also that a Freight 
Out column is provided so that freight paid on merchandise 
sold and charged to the customer’s account will not be included 
in the sales distributed to departments. Freight charges are 
not a part of sales and should not be included with the sales, 
but are included in the amount charged to the customer’s ac- 
count. This provision is, of course, required only in case it is 
a practice of the concern to charge the customer with any de- 
livery expenses. In the larger cities, retail mercantile establish- 
ments in some cases have found it more economical to make all 
deliveries by parcel post mail, thereby doing away with all de- 
livery equipment. However, it is usually the custom of the 
concern to make the delivery without charge to the customer, 
in which case all of the delivery expenses are to be classed as selling 
expenses and should not be charged to the customer’s account. 
It is only when these expenses are charged to customers that 
a column for Freight Out would be required on the Abstract 
of Sales form. 


General Cash Book. If the volume of business is such 
as to make it advisable to separate the cash book, this can be 
done by simply keeping cash receipts in one record and cash 
payments in another. The rulings would be the same whether 
receipts and payments are kept separate or whether they are 
bound in one book. Form 103 is devised for recording all cash 
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Form 102 Sales Ticket 
pore) Ca Bad We Brera Ma 2 Satan hrc eae ge Me BN Toe oot i ag ol A NoOseei tn eetes 
Address ii 08 Po von te va ae eta Cee eee Date yn aramatne 
Terms: 
Quantity Description of Articles Price Total 


Abstract of Sales 
Form 102-A Month of .......... 192.0" 


Sales Freight Distribution (Cr.) 


ene) Polen aweadiples oleic Raia ml 8 ees cna 


On Account| Cash (Cr.) | Dept. A | Dept. B | Dept. C | Dept. D | Dept. E 
a 


receipts. A general ledger and a sales ledger column are pro- 
vided. All items appearing in the general ledger column will 
be posted individually to the proper accounts. The total of the 
sales ledger column will be posted to the credit of the Sales 
Ledger controlling account in the general ledger, the individual 
items having been posted to the proper accounts in the sales 
ledger. The total of the discount column is posted to the debit 
of the Discounts on Sales account in the general ledger. The 
total of the cash sales column is posted to the Cash Sales account 
in the general ledger, provided a separate account is maintained, 
otherwise it is posted to Sales account. A total receipts column 
and a bank deposits column are provided and it is recommended 
that in all cases the practice of depositing all receipts be followed. 
If this is done, the total of the receipts and deposits columns at the 
end of the month will be equal. It will not be necessary to carry a 
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bank account in the general ledger, for the difference between the 
bank deposits column and the checks column, on Forms 103 
and 103-A, will be equal to the cash balance provided, of course, 
that on the last day of the month all receipts are deposited before 
the cash book is ruled and footed. The total of the receipts 
column should be posted to the debit of the Cash account in 
the general ledger and it is recommended that a cash account 
be kept so that the general ledger will balance independently of 
all other records, and the bookkeeper will thus be able to take a 
Trial Balance off the general ledger without reference to any 
of the other books of account. 

Form 103-A is for cash payments. General ledger and 
purchases ledger columns are provided. All items entered in 
the general ledger column will be posted to the debit of the proper 
accounts in the general ledger. The total of the purchases 
ledger column will be posted to the debit of the Purchases Ledger 
controlling account in the general ledger, the individual items 
having been posted to the proper accounts in the purchases 
ledger. The total of the discount column will be posted to the 
credit of the Discount on Purchases account in the general ledger. 
It is not necessary to provide a column for total payments be- 
cause if all payments are made by check, the total of the check 
column will be the total payments for the month. Two blank 
columns are provided for use as may be necessary. 

General Journal. Form 104, shown on page 142, indicates 
the ruling of the journal. Special columns are provided for the gen- 
eral ledger and for subsidiary ledgers with purchases and sales. 
Debit and credit columns are provided for each ledger. If pre- 
ferred, three columns might be shown to the left and three to 
the right of the explanation column; the ones on the left being 
provided for all debits and the ones on the right for credits. 
Both forms are in general use, and it is only a matter of preference 
as to which is desired. All transactions not to be recorded in 
the other books of original entry should be recorded in the gen- 
eral journal. At the end of the month, all adjusting entries 
would be recorded in the journal, and at the end of the fiscal 
year, when the books are closed, closing entries would be recorded 
in the general journal. 

Stock Ledger. Form 105 is provided for keeping a going 
inventory of merchandise. If monthly statements are to be 
prepared, it will be necessary to ascertain the inventory on the 
last day of each month. It it were necessary to take a physical 
inventory in order to do this, the labor required might be so 
great as to make it practically out of the question to attempt 
to prepare monthly statements. This is, of course, only one 
reason for keeping stock records. The prime object of a book 
inventory is not to supersede a physical inventory, but to sup- 
plement it and to provide at the end of each month, or as often 
as may be desired, the value of the stock which should be on 
hand at that particular time. Annually or oftener physical 
inventories should be taken and compared with the book inven- 
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tories at which time the book inventories should be adjusted. 
The accuracy of book inventories will depend largely upon the 
person or persons in charge of the records. With a careless 
person in charge, there may be a very great differentiation 
while if as much care is used in keeping the book inventories as 
is used in keeping a record of cash, accurate results may be 
obtained. 


The methods of keeping stock records in arriving at book 
inventories differ in detail according to the nature and size of 
the business. Special methods have sometimes been adopted 
within the same business for certain departments but, as a rule, 
stock records are kept on one of the following bases: 

(any ClOSt basis: yi. 
(b) Cost and retail basis. 
(c) Retail basis. 

The form of stock ledger sheet illustrated provides for 
showing quantity and value. In some concerns, it is only nec- 
essary to provide stock sheets showing quantity. If the form 
illustrated is used, it will not be necessary to calculate the cost 
of each sale, as all information regarding cost will be derived 
from the stock book. Of course, the cost of sales can be cal- 
culated only at the close of each period, while if the individual 
sales are costed and the cost carried to the sales abstract daily, 
there is nothing left to be done at the close of the period except- 
ing to foot the abstract of sales. 


Form 105 will show complete financial information on 
every line of merchandise. Three divisions are shown—receipts, 
sales and balance. The first entry in the receipts division will 
be to record the inventory at date of opening the books. Pur- 
chases during the period will be entered at cost, the information 
being obtained direct from the invoices. All sales will be entered 
in the sales division, the information being obtained from the 
sales tickets. If a monthly statement is required, every account 
in the book must be footed and balanced and the balance ex- 
tended in the balance division at the end of each month. In 
the quantity column will be entered the difference between the 
total quantity received and the total quantity sold. In the 
unit cost column will be found the average cost per unit which 
is found by dividing the footings in the total cost column in 
the receipts division by the footings in the quantity column in 
the receipts division. This average unit cost will then be mul- 
tiplied by the quantity on hand and the result carried into the 
total cost column of the balance division. After the stock led- 
ger has been footed and balances extended at the end of the 
month, an abstract for each article may be prepared showing: 

(a) Total receipts to date (total cost column, receipts 
division). 

(b) Total sales to date (sales price column, sales division). 

(c) Total cost of stock on hand (total cost column, bal- 
ance division). 
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Adding machines may be used for such calculations. Other- 
wise the work would prove burdensome. 

The total receipts as shown by the abstract should agree 
with the purchases as shown in the ledger, and the total sales 
as shown by the abstract should agree with the sales shown in 
the ledger. 

To ascertain the gross profit from the information given 
on the abstract, to the total sales to date add the total cost of 
stock on hand and subtract the total receipts to date. To as- 
certain the cost of sales, subtract the gross profit from the total 
sales to date. 


Installment Sales. In some lines of business it is cus- 
tomary to sell merchandise on the installment plan. Title 
usually does not pass to the purchaser until the final installment 
has been paid. It is customary to charge the full contract price 
to the customer at time of sale. There are two methods of 
accounting for the profits on such sales. 


1. Contract sales may be treated the same as actual sales 
and the Sales account may be credited at the time the contract 
is made, and the amount charged to the customer. In this case, 
a reserve should be provided equal to the anticipated loss on 
deferred installments. The amount of the reserve will depend 
largely upon the character of the merchandise sold. Since the 
dealer holds title to the merchandise until final installment is 
paid, he can take the merchandise back in case of failure to make 
payments as agreed, and the amount of loss may be practically 
nothing, the actual loss being the difference between the amount 
charged to the customer on the contract and the amount col- 
lected in installments, plus the amount realized by the resale 
of the merchandise after having been taken back. This loss 
should be charged to the reserve account. 


2. Installment Sales account may be credited at the time 
the customer is charged for the amount of the contract. As 
each installment is paid, an entry is made in the cash book 
debiting Cash and crediting Customer for the amount received. 
At the same time an entry is made crediting Sales and debiting 
Installment Sales. Thus, when the final installment has been 
paid, the accounts with the Customer and Installment Sales 
will balance. The Cash account will show the receipts and the 
Sales account will show the amount of the sales to date. The 
balance of the Installment Sales account is a deduction from 
Accounts Receivable on the Balance Sheet. It is not necessary 
to set up a reserve for loss on the deferred payments. It is 
necessary, however, to calculate the profit on each installment 
sale before preparing the Statement of Profit and Loss. 


Branch Store Accounting. Mercantile concerns often 
operate one or more branch stores. These may be located in 
the same or other cities. A complete set of books may be kept 
in each store, or the accounting may all be done at the main 
store. If the accounting is all done at the main store, the sys- 
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tem will be similar to a departmental system, it being necessary 
to show results of operations of each store. 

A controlling account only may be kept on the books at 
the main store containing a summary of the transactions with 
the branch store. The account may be debited with the in- 
ventory of property on hand when the books are opened or 
when the store is established. In other words, the account 
would be debited for the total assets of the branch store. Sub- 
sequently, the account should be debited for: 


(a) Merchandise transferred to the store from the main 
store. 

(b) Merchandise or other property purchased and shipped 
direct to the branch store. 

(c) All branch store expenses including wages paid em- 
ployes. 

The account should be credited for amounts received from 
the sale of merchandise. Usually the branch store manager 
remits only in cash as he collects on the sales. At the close of 
the fiscal period, the account would be credited for the inventory 
of merchandise and other property on hand. 


If the Branch Store account is debited with the cost price 
of the merchandise transferred to it or purchased for it and is 
credited with the returns, which will usually be in cash, it will 
be seen that the balance, after having made the necessary ad- 
justment for the closing inventory, will represent the profit or 
loss resulting from the operations of the branch store. If desired, 
instead of opening a single controlling account, special accounts 
might be kept with Branch Store Inventory, Branch Store Pur- 
chases and Branch Store Sales. The inventory account would 
not only contain the merchandise on hand, but would also con- 
tain the fixed assets and current assets of the store; though if 
desired, these could be kept in separate accounts, leaving the 
inventory account for merchandise only. 


Another plan that is widely followed is to charge the branch 
store with merchandise at retail prices. If the Branch Store 
account should be charged with the beginning inventory at 
retail price with merchandise transferred to the store or pur- 
chased for the store during the period at retail prices, and was 
credited with the inventory on hand at the end of the period 
at retail price, it can readily be seen that the balance of the 
account will represent the returns from sales at the branch store. 
When the account is credited with the returns from the branch 
store, it will balance. 


To ascertain the profit, it will be necessary to take into 
consideration the cost of the merchandise previously charged 
to the Branch Store account. One advantage of this method 
is that the branch store manager will not know the results from 
operating the store. Since he does not know the cost of mer- 
chandise charged to his store, he cannot ascertain the profits 
resulting from his sales. 
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A. THEORY QUESTIONS 


1. Enumerate the fundamental principles to be followed 
in devising an accounting system for a large mercantile com- 


pany. Cm erie tex: 
2. What is the rule as to cost in taking inventory of finished 
stock of merchandise? Of unfinished stock? Cig Beta a nD De 


3. Ina large country store containing several departments, 
produce is purchased by the grocery department and paid for 
with orders on the other departments. How would they be 
treated in determining the profit and loss of the several de- 
partments? GOES Set ulld Shs. 

4. You have been mitied to audit the books of a furniture 
company which sells on the installment plan. The books have 
been closed when you reach the office, and you are handed a 
completed Statement of Profit and Loss and Balance Sheet. 
The company has been in business one year only. 

On investigation, you find that all installment sales are 
credited to an account designated “installment sales.’”’ A con- 
trolling account and sub-ledger are kept for the installment 
customers. You find that the total of the installment sales has 
been credited to “installment sales’? account, which has been 
closed into Profit and Loss. All accounts, installment and 
otherwise, that were known to be uncollectible have been 
charged off. There are no reserves against balances due from 
customers on the books. 

What criticisms or corrections have you to suggest as to 
the correctness or otherwise of the Balance Sheet and State- 
ment of Profit and Loss handed to you? Inst. Ex. 


5. The Good Music Co. sells pianos on the installment 
basis. On January 2, 1923, Chas. R. Beckley purchased a piano 
from the company for $375.00, to be paid for as follows: $25.00 
down and the balance in quarterly installments of $50.00 each, 
bill of sale to be given on date of final payment. The piano 
cost the company $125.00: The four installments for 1923 
were duly received, the last one having been paid on December 
a1e 

(a) Set up the proper ledger accounts for the Good Music 
Co. covering this sale and the payments thereon. 

(b) Draft a closing journal entry (at the close of the year) 
by which the year will be credited with its proper proportion 
of the profit on this transaction. OES Seti a OP ads 


B. ACCOUNTING PROBLEMS 


I. Outline a system of books for a concern conducting a 
wholesale drug house, a retail pharmacy, and a jobbing business 
in chemicals and apparatus used by colleges. Some setting up 
and repairing of apparatus is done, and so a shop is conducted. 


Four departments required and but one set of books. 
CePv As Ex: 
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2. R.L.Eames hasa chain of five retail grocery stores. Goods 
are sold to consumers for cash, and to small dealers on credit. 
Additional working capital is required. Three of Eames’ friends 
agree to furnish funds providing the business is incorporated. 
Such books as exist have been kept by single entry. The business 
is duly incorporated for an authorized capital of $100,000.00, 
par value of shares $100.00 each. It is agreed that Eames shall 
turn over his business to the company as at July I, 1920, on 
appraised values of physical properties; and values of all book 
accounts (assets and liabilities) as they shall be disclosed; and 
Eams’ net worth is to apply on his stock subscription of 
$25,000.00. In addition, Eames is to be allowed 25% of the 
net worth for good will. Other capital stock subscriptions 
are, respectively: 


WGA Mee ie eae tiie dee ee aC OOO OG 
Fis B.cLMMel eect aaee ie nee 25,000.00 
HN Erazier een au eed sara ene 20,000.00 


and each is to pay immediately in cash a proportionate amount 
on subscription which, altogether, shall aggregate 50% more 
than the value of capital stock issued to Eames. 


The Union Appraisal Company reports as follows: 
Real Estate: 


Store sINOo Tee ee cate ce oie pee eter er ne Lee my Pa $4,000.00 
Store aN see sine, sae cece ele ere ee ent eee 5,000.00 
Reproductive Sound 

Buildings: Values Values 

Store ( NOMIcey fare ae ae $3,000.00 $2,000.00 

Store Nos 2 eer else een ane 7,500.00 5,000.00 
Furniture and Fixtures 

Stores ys eae ee a ee ea 10,000.00 7,500.00 

General Officers 754 oe ee eee 1,000.00 500.00 

Stock Roan ite ss re eae nee 1,000.00 500.00 
Automobilés!(2) i) Gyan ae ee 5,000.00 3,500.00 
Inventories (Merchandise) : 

In Store7ROOMs ysne ee el oe ere ee ee 14,000.00 

Inmetorage (Dutterandi cos) i ae en ee 5,000.00 

TniStores 0 Fa ea ee ok ee eee 11,000.00 

IN SORA Che COR 1 Lhe ORE ce arn ene fame) tannaeee $2,300.00 

INO 2 ihe PN, Ut ae, A oP cd nome ety See 1,950.00 

INGO 259 ira ite 2, at Oe Spee g. ER ta ene me 3,135.00 

ING) 2008 AN RTS gh eM tease ON es 2,365.00 

INO Hare erssiededele oe us oe Va a a een ee ee 1,250.00 

The book accounts disclosed are as follows: 
Gash atabank.. Oe alias Gale sabe ete oes te eae eee $1,500.00 
Cash—General Office Petty Cash................... 100.00 
Gash==Stores 3). 105 (eno ee ie ae ne 500.00 

INOUE. BP ettalsot id ete aren eee gee Wierd $140.00 

IN ok TRE OR ae Ae ee ee a ois at 75.00 

ING U3 chit ek Mi ee ART A RED ta eee nan 160.00 

INQ cde athe cm te Cia eer aha weet ke Ante a a 60.00 
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Accounts Receivable—Dealers..................... $2,600.00 
Eta: GLECILOTS MACCOUN ES te sh be eee ee 22,280.00 
qceruec: Wages and malarres el. bea Sie o) 795.00 
Satotsrg hve) GRR CoE each aR Ne so) ee So en 100.00 
WrvexOirod siisirantere iancd. ya! coil ca) cans Sadr eh tates 50.00 


Mortgage on Real Estate and Buildings—dated 

July 1, 1919; principal payable in 5 years; inter- 

est at 6% per annum, payable semiannually..... 7,500.00 
Notes Payable (Bank): 

Due 3 months from May I, 1920 (6%)......... 10,000.00 

Due 3 months from June 1, 1920 (6%)......... 5,000.00 

Interest falling due on mortgage loan has not been paid. 
Interest on the $10,000.00 note is payable at maturity. The 
$5,000.00 note was discounted. 


The following additional facts are shown on the books and 
records of the R. L. Eames Company at the close of the first 
month’s business: 

Merchandise Purchases (of which $750.00 was re- 


TULNEC eae ree Wrirhe bieac eee: $35,000.00 

Stores’ Sales as per Cash Register Totals........... 25,000.00 
OUTER OT Stee ten ro tei tes eerie $6,000.00 
SEOPOMN Ono) mare er Rea Ei itic lc Ghee she she 3,500.00 
Shorea NO Ses Cree ie ore ISO Rech icligans i aches 8,000.00 
UGTA ONG and ee ten oe ee top te hd 5,000.00 
SLOTEHIN Oe Cae tenet BAN ae Bang t's oe oo 2,500.00 

SCSALORIOCAICrS URN eee ore ec eee Wee at $ 5,000.00 

Issues from General Stock (at cost)................ 21,590.00 
RSCOE ES NGI oa TE RARE oie Plea cna BRC Ss sia $5,585.00 
EOPOTIN Gober sen ars hy ite stars e pits ete 2,850.00 
PE oT OME Nia ye) WR? a aes eae nh een gt aera 6,470.00 
Store No. : MA Ras rhe era ek Ree 4,210.00 
SCOre NOs er tort ere ie ene ee he ai ale al 2,475.00 

Cost of Gaur MID DCCC Wedlerseyent cist: auyet)y 4,545.00 

Heat, Light, 
Clerks’ Cleaning, 

Expenses of Stores: Wages Rents Ice, etc. Total 
Store NO: Ise. +... 200,00 $65 .00 $25.00 $290.00 
SLOTERNG. See ny 313.5. 00 25.00 20.00 180.00 
DLOTEN NO 3) eee 235.00 75.00 35.00 345.00 
SLOLGLING materi. 200.00 150.00 35.00 385.00 
store:No. Sia wens. 135.00 100.00 35.00 270.00 

Managementand Otnice salariesin on eel $385.00 

Store RoonandiWelivery, Wacess: . 44504 se on ee 8 265.00 

ENT OL OlncetanG OLOLe iN OOTO yan eee eee ne, er 35.00 

STA CIONEry aiiily OfICe SUD DES na) aaieme inc ae hue ean. 40.00 

ROStAve nt oho ic, a tere arena rere aoreere kee hey Aaah 10.00 

BXCEVELLISHS core, tena e te aeaers ae he el gee at ee TU wc 75.00 

byw oh 3 9h em We end Feed ie ele Beta aim ey em ct Ce rane ett (ee ad 50.00 

HMese ight aandnjanitomiuiiceyenuiis hee tay ole eis 15.00 

PA Dpraisa and AUC IAe COs iter as bere rss th ads Bi alae te 350.00 

Paweand Orpanization expenses amet ane! vant do inin ens 250.00 

PRUE DSK CET) tate acti ca ten te ane Sot RP een ds 90.00 


GN Areva haYay che tse a Bee om ane Og Ps Reg ae fe ae SA 40.00 
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Debts of R. L. Eames not disclosed at date of turnover: 


On' Creditors Accountsy in eet $675.00 
On Storage Charges (of which $5.00 
is for.current month) uw. 20.00 $ 695.00 

The stores’ merchandise inventories at the 

end of the month amount DONS Mar Outs alte 10,500.00 

State: Noe Toque ce sac anv anes MALCb ue $2,650.00 

Store i NG:f 2 ask eae hee een reek ean 1,875.00 

Store INGyyi3 a Waa moi tae neuen ay eg 2,920.00 

Store No. : soak haha Avs aa hd aN ae a Rae 2,115.00 

Store No. Aisle is oleate LAS RO AY Ceca BOSSE RRR 940.00 
The stores’ ody funds are reduced to.............. 350.00 

Store NOME A ees so Marae pe eee ee aT aioe $100.00 

Store NG.) 2.0.) sa Pa ao men ei eee erate 50.00 

Stove INO Sao. eon She erate te ek WER ohana 100.00 

bore VINO, Aas al cou Nanos semen cet teen a 50.00 

SLOLFEWINO. URUGe ise ieee a ehetcy a ae MICE, 50.00 


5 
Differences are found in the stores’ cash crine at 
the close of the first month’s business as follows: 


SCOTEMING IAT. OG Vee N ied aaah Bae cere mur short $ 3.00 

Store WG: 2 uaa ee Pe eee epttees over I.00 

POLE TING. 15) role is ons eae eevee sate over 17.00 
The general merchandise stock shows: 

S poled Goods aeee ea cea. shook Gk a On kan ae 60.00 

Shortage in Inventory at the End 

OF the: Month ar Me da ek Garena peer mann on 35.00 

The stores receive credit for spoiled goods: 

Store NOTH ace dip aaa a aiuabetaae eprint $15.00 

SOE IN CUO a LAUR ae wi ba Casas nae te ne aed 10.00 

SICOMES INLAYS gets Eat Un Ne ik Oe Bra en Ce Be 20.00 

Store sNOn Aaa e/a. Mace eaten ta ae aaa 15.00 

Store (NG. Sy hea wen iLike neh eerie 30.00 


The upper floor of Store No. 1 building is tenanted, and 
rentals at $25.00 monthly, payable in advance, are found to be 
three months in arrears, of which $50.00 is paid during July. 

Insurance expires September 30, 1920. All salaries and 
wages are payable one-half each on the Ist and 15th of the 
month. 

Dealers have paid on their accounts, $4,200.00. Trade 
creditors have been paid $40,000.00 ($340.00 is discount). 

Depreciation (annual rates) on buildings, 5%; on furni- 
ture and fixtures, 10%; on automobiles, 25%. 

Part of Store No. 2 building is used for the general office 
and store room. 

You are asked to submit: 

(a) Opening, correcting and adjusting journal entries on 
the books of the corporation 

(b) General Cash account for the month. 

(c) Comparative Balance Sheet as at July 1 and July 31. 

(d) Statement of Profit and Loss for the month with 
schedule of stores’ operations showing percentages of gross 
profit on cost. (It is not necessary to prorate any of the general 
business expenses to the stores.) 

C..P. As Ex: 


Unit Twenty-Six 


SYSTEMATIZATION (Continued) 
FLOUR MILL ACCOUNTING 


To continue the discussion of the fundamental principles 
of systematization and to further outline the accountant’s 
work in connection with the installation of an accounting sys- 
tem, the present discussion will be confined to a system of 
accounts adapted to a specific concern. We will first describe 
briefly the organization of the concern to which the system is 
to be adapted, as well as the purpose of the accounting system 
to be installed. 


The Edgerton Milling Co. is organized as a corporation 
with a capital stock outstanding of $50,000.00. Wheat and other 
grains are purchased direct from farmers and from elevators. 
Flour, feed and other products are sold direct to farmers at retail 
prices, to merchants at wholesale, and also to jobbers. 


Heretofore, the company has been satisfied with a crude 
system of accounts which might be termed a ‘“‘single entry” 
system. They were not able to arrive at costs accurately, but 
determined selling prices by arbitrary methods. To ascertain 
true costs, to obtain needed statistics, and to prepare income 
and excess profits tax returns more intelligently, it has been 
decided to call in a certified public accountant for the pur- 
pose of installing a suitable system of accounts. 


In a preliminary investigation of the various phases of 
the flour mill industry, the following facts were ascertained. 


(1) The raw material upon which the industry depends 
is produced in seasons, thus involving periods during which 
no grain is available, and in the event of complete or partial 
crop failures, a regional shortage; therefore, in order to insure 
a steady in-flow of grain for milling purposes, contracts of pur- 
chase are made for future delivery. 


(2) The product of the flour mill is a necessity for which 
there is a constant and continuous demand. In order to insure 
a steady out-flow of flour through the system of distribution, 
it is necessary to enter into contracts of sale for future delivery. 


(3) The trading in “futures” involves what might be 
termed ‘‘speculation.’’ While the conservative miller avoids 
gambling as much as possible, there are millers who combine 
the speculative feature with their milling business. 


(4) In grain growing regions, farmers find it convenient 
to deliver the grain to a miller and purchase flour and offal 
(feed). This custom has resulted in what is termed an “‘ex- 
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change.’’ The miller exchanges his products for the raw mater- 
ial of the farmer, allowing the farmer the current market 
price for grains and charging the selling price for flour and feed. 
This exchange feature has led to the development of numerous 
small country mills which will probably continue to exist in- 
definitely, regardless of the competition from large and grow- 
ing companies. 


(5) The cost of raw material forms the principal part 
of the selling price. This cost varies from 75 to 80 per cent. 
of the sales price of patent flour. 


(6) To produce a particular brand of patent flour, the 
miller purchases wheat of proper grades and kinds so as to 
maintain a constant mixture of such grades and kinds of wheat 
as will produce the desired brand. 


(7) Generally speaking, about 414% bu. of wheat are re- 
quired for a barrel of flour (196 lbs.), while a by-product of 
approximately 74 lbs. of offal is divided between various grades 
of feed known as screenings (red dog), middlings, brans and shorts. 


(8) In sacking the flour, various sizes and kinds of sacks 
are used, ranging in content from 6 lbs. to 140 Ibs. 


(9) The milling industry is such that it may be classed 
with the so-called ‘‘by-product industries,’ in which the pro- 
duction of one article (flour) is attended by the production of 
certain by-products (offal). 


(10) A peculiar system exists in the milling industry for 
charging freight. The miller purchases wheat for shipment 
to his mill, paying the local freight rate from point of purchase 
to the mill. The flour is then milled and shipped at the through 
rate from point of original purchase to selling point, credit 
being extended by the carrier against the rate computed at the 
through rate for the amount already paid at the local rate from 
point of purchase to the mill. This is known as a ‘‘milling-in- 
transit” privilege and may result in a saving of from ten to 
twenty-five cents per barrel of flour, hence is an important 
item to the country miller. 


Outline of Accounts. The following outline of ac- 
counts was prepared by the accountant preliminary to devising 
the books of account. Note the system used for numbering 
the accounts. This system can be carried out regardless of 
the number of accounts to be kept. Ifa classification of accounts 
is to be of the most service, it should have a system of account 
numbers, and an arrangement of accounts that will permit 
the addition of new accounts at any point, as the necessity 
arises, without disturbing the general scheme or order. The 
Dewey system of numbering, or a combination of numbers and 
letters, permits the greatest flexibility, provided tabulating 
machinery is not used. 
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OUTLINE OF ACCOUNTS 
1. Assets. 


11 Current assets. 


111 Cash. 
112 Accounts receivable. 
1121 Customers’ ledger. 
1122 Reserve for bad and doubtful accounts. 
113 Notes receivable. 
114 Inventories. 
1141 Flour. 
1142 Offal. 
1143 Other products. 
1144 Wheat. 
1145 Flour packages. 
1146 Offal packages. 
1147 Mill supplies. 
115 Temporary investments. 
116 Options. 


12 Deferred assets. 


121 Insurance prepaid. 
122 Expenses prepaid. 
123 Milling-in-transit. 


13 Fixed assets. 


131 Land. 
132 Mill. 


1321 Mill buildings. 

1322 Reserve for depreciation. 

1323 Mill equipment. 

1324 Reserve for depreciation. 
133 Office. 

1331 Building and equipment. 

1332 Reserve for depreciation. 
134 Storage and delivery. 


1341 Building and equipment. 
1342 Reserve for depreciation. 


135 Permanent investments. 
1351 Bonds. 


14 Special assets. 


141 Contracts for future delivery—flour. 
142 Contracts for future delivery—offal. 


15 Contingent assets. 
151 Claims. 


2. Liabilities. 


21 Current liabilities. 


211 Accounts payable. 
212 Notes payable. 
213 Accrued liabilities. 
2131 Taxes: 
2132 Interest. 
2133 Wages. 
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OUTLINE OF ACCOUNTS 
22 Fixed. 


221 Mortgage payable. 
222 Bonds. 


23 Contingent. 
231 Notes receivable discounted. 
232 Claims. 


24 Special. : 
241 Contracts for future delivery. 


3. Proprietorship. 


31 Capital stock. 

32 Unappropriated surplus. 

33 Appropriated surplus. 
331 Reserve for contingencies. 
332 Reserve for sinking funds. 


34 Profit and loss—current year. 
341 Dividends. 
342 Income and excess profits taxes. 
343 Appropriations of net profits. 


4. Revenues. 


41 Sales. 
411 Flour. 
412 Returns and allowances on flour sales. 
413 Offal. 
414 Returns and allowances on offal sales. 
415 Freight outward. 


42 Gains on options. 


43 Other income. 
431 Interest. 


5. Expenses. 


51 Cost of sales. 
511 Milling. 
512 Packages. 
5121 Flour. 
5122 Offal. 


52 Selling. 
521 Salesmen’s salaries. 
522 Traveling expenses. 
523 Commissions. 
524 Advertising. 
525 Bad debts. 


53 Warehouse and delivery. 
531 Salaries. 
532 Other expenses. 
533 Depreciation. 


54 Administration. 
541 Office salaries. 
542 Office expenses. 
543 Depreciation. 


55 Interest and exchange. 
56 Loss on options. 
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Books of Account. There follows illustrations of the 
various books of original entry devised by the accountant, 
together with a detailed description of each book and instruc- 
tion for its use. 


Record of Purchases. (Forms 201, 201-A and 201-B) 
Either a loose-leaf or bound book may be used for a record of 
purchases. In the illustration, we have subdivided the record 
assuming that it would be better to use two pages rather than 
to attempt to get all the desired information on a single page. 
The purpose of this record is to record the quantity and amount 
of all goods purchased, whether raw material for milling, sup- 
plies representing expense items, or equipment representing 
fixed assets. , 


The desired information may be obtained from the invoices 
received or from reports of material receipts. When raw ma- 
terial is purchased direct from farmers, no invoice will be re- 
ceived, hence it will be necessary to provide a record of mate- 
rial receipts. This form is to be used in recording receipts of 
all material from farmers and may be used in recording all 
other receipts of raw material. The material received can 
then be checked against the original invoices. 


The total amount of the invoices should be recorded in 
the first money column. Each item in this column should be 
posted to the individual creditor’s account in the accounts 
payable ledger, At the end of the month, the total of the column 
should be posted to the credit of the Accounts Payable Con- 
trolling account in the general ledger. If it is not desired to 
keep an account with persons from whom material is purchased 
for cash, the item may be checked in both the purchases and 
cash books, indicating that it should not be posted to the in- 
dividual’s account. 


The material purchased should be distributed to the various 
columns provided therefor. The amount of wheat purchased 
should be entered in the columns headed Wheat, recording 
both quantity and amount purchased. Flour and feed sacks 
and other commodities should be distributed similarly in the 
columns provided. At the end of the month, these columns 
should be totaled and posted to the debit of the proper accounts 
with materials in the general ledger. These accounts will 
represent inventory accounts. In posting other commodities, 
it will be necessary to analyze the items so that the posting 
will be to the proper accounts. 


Manufacturing, administrative and selling expenses should 
be analyzed and charged in detail to the proper accounts. 
Fixed assets and other items that cannot be classified in the 
preceding columns should be recorded in the columns headed 
Sundries. These items should be posted individually to the 
proper accounts in the general ledger. At the end of the month, 
the total of the debit columns should equal the total of the 
credit columns. 
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Form 201 Record of Purchases 
From Whom INVOICE WHEAT SACKS 
Date Purchased No.| Terms | Amount | Quantity | Amount Flour Feed 
(Cr.) (Dr.) (Dr.) (Dr.) 
Form 201-A Record of Purchases 
Other Commodities Mfg. Expenses Adm. & Sell. Exp. SUNDRIES 
Account Amount Account Amount Account Amount _ Amount 
r (Dr.) (Dr.) Account (Dr.) 


Form 201-B 


(Left-hand page) 


(Right-hand page) 


NAME Material Receipts Report 


Edgerton Milling Co. 


TERMS FOLIO 


DESCRIPTION COST 
—_—_——_— —_ ,—_—_ ——_| REMARKS 


Article Weight Quantity Rate Amount 


DATE 192 
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Record of Cash Receipts. (Form 202) The object of 
this book is to provide a record of all cash received from what- 
ever source. Columns are provided for General Ledger and 
Accounts Receivable Ledger accounts. All remittances from 
customers to apply on account should be recorded in the special 
column provided for the Accounts Receivable Ledger accounts. 
All individual items in this column should be posted to the 
individual customer’s account in the accounts receivable ledger. 
At the end of the month, the total of the column should be 
posted to the credit of the Accounts Receivable controlling 
account in the general ledger. 


Interest and exchange should be recorded in the column 
provided. At the end of the month, this column should be 
footed and the total posted to the debit of the Interest and 
Exchange account in the general ledger. Cash sales should be 
entered in the column provided. If cash sales are numerous, 
a special record may be provided and at the end of each day, 
the total may be recorded herein. At the end of the month, 
the total of the Cash Sales column should balance with the 
total of the Cash Sales column in the sales book. 


Net cash received should be recorded in the special column 
provided in order to provide for an internal check by some- 
one within the company or for an audit by a public accountant. 
The total cash received each day should be deposited in the 
bank. If this is done, the total of the cash received will 
equal the bank deposits at the end of the month, provided all 
money received has been deposited on the last day of the month. 
If desired, a petty cash fund may be kept. At the end of 
the month, the total of the debit columns should equal the total 
of the credit columns. 


Record of Cash Disbursements. (Form 202-A) The 
object of this book is to provide a complete record of cash dis- 
bursements. It is needless to say that it is best to make all 
payments by check. Payments to creditors on account should 
be recorded in the Accounts Payable Ledger column. All in- 
dividual items in this column should be posted to the individual 
creditor’s account in the accounts payable ledger. At the end 
of the month, the total of the column should be posted to the 
debit of the Accounts Payable controlling account in the 
general ledger. Note that columns are provided for Interest 
and Exchange, Manufacturing Expense, and Administrative 
and Selling Expense. This eliminates considerable posting as 
it will not be necessary to post the individual items. At the 
end of the month, the columns may be footed and the totals 
posted to the proper accounts. 

If all payments are made by check as suggested, it is not 
necessary to provide a Net Cash Paid column because the net 
cash paid will be shown in the Checks Issued column. At the 
end of the month, the total debit entries must equal the total 
credit entries. 
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Record of Sales. (Form 203) The object of this book 
is to provide a complete record of all sales, whether for cash 
or on account. Every sale should be covered by an invoice. 
Account sales should be debited to the proper customer, the 
amount being recorded in the Account Sales column. The in- 
dividual items in this column should be posted to the indi- 
vidual customer’s account in the accounts receivable ledger. 
At the end of the month, the total of the column should be 
posted to the debit of the Accounts Receivable controlling 
account in the general ledger. 

Cash sales should be entered in the first column. As has 
already been stated, if the cash sales are numerous and varied, 
a special record may be provided so as to eliminate the record- 
ing of a large number of small cash sales in this book. If this 
is done, the total cash sales for the day may be recorded in one 
amount. An analysis of the cash sales made will provide the 
information necessary to credit the respective sales accounts 
representing the various commodities sold. 


All sales recorded in the first two columns should be properly 
distributed in the remaining columns. The distribution calls 
for the recording of kind, quantity and amount of each sale. 
With cash sales, this information may be obtained by an analysis. 
The required information may be obtained from the bill. (It 
is best that all billing be done in duplicate. In some instances, 
it may be equally satisfactory and even preferable to consider 
the carbon copies of the bills as the record of sales. The posting 
to the individual customer’s accounts may be made direct 
from the bills and a recapitulation sheet may be provided in 
order that a proper distribution of the sales may be made. 
The recapitulation should show approximately the same in- 
formation as will be shown on Form 203.) At the end of the 
month, the total debit entries must equal the total credit entries. 


Order Book. (Form 203-A) Each order taken should 
be recorded in this book. The record should show the date 
the order was received, the name and address of the customer 
ordering, the quantity and kind of goods ordered, and the price 
at which the goods are to be billed. When the order has been 
filled and the goods shipped, this should be indicated on the 
order, and the customer should be billed. At the end of the 
month, the order book will show the orders on hand unfilled. 
It may happen that some orders have been filled in part but 
not completed and, therefore, not invoiced. In this case, the 
question arises as to whether or not a profit shou!d be taken 
on the partly filled orders. If by “profit” is meant the excess 
of sales over the actual selling cost of sales, the firm would be 
justified in showing the profit on partly filled orders. If it 
is desired to show unfilled orders as a contingent asset, this 
should be offset by a contingent liability. If the orders un- 
filled are to be classed as assets, the milling company must also 
consider the liability existing on the unfilled orders. 


PUBLIC ACCOUNTING AND AUDITING 


158 


Ayyaeng, | 240 


cena | s reddiyg 


ela poddius! gqatia avd 


GaTid ALVa ssoippy ©} PICS; xa GaTII 
OITOd Aka GATOS 

eo ANWdINOO ONITIINAN NOLYS DCS 

‘ON WACUO WYNVW1g YusqdYdo UAdUo dO ALYG 

V-£0¢ Wi0g 
Se es rs a | ele Golo: Loe ee ee | ides ee rr re 
ee -uene) patel settee -uen? Pare ee -uen?) Pore yunoo0y qseg s}UN0D0y ayeq 
SIV I9TIO S218 [20 SayeQ IMO] sa[Bg [BIO T, 


SoJVG JO p10I0Y G0¢ WHO 


FLOUR MILL ACCOUNTING 159 


Form 204 Journal 
Accounts Accounts Accounts Accounts 
Pay. Led. Rec. Led. Gen. Led. ACCOUNT Gen. Led. Rec. Led. | Pay. Led. 
(Dr.) (Dr.) (Dr.) (Cr.) (Cr.) (Cr.) 


—_ |, )/s | | | | | | | 


Journal. (Form 204) All entries that cannot be record- 
ed in the special books of original entry should be recorded in 
the journal. Correcting and adjusting entries should be journal- 
ized and, at the end of the fiscal period, the nominal accounts 
in the general ledger should be closed by means of closing 
journal entries. Note that in this form of journal, there are 
provided debit columns at the left and credit columns at the 
right. Compare with the form of journal shown on page 142. 


Stock Record. This book is provided for the purpose 
of keeping a perpetual inventory of all materials and products. 
Accounts should be kept with each kind of material, such as 
wheat, packages, etc., also with each product, such as flour, 
feed, etc. 


The record should be divided into three parts—received 
or produced, consumed or sold, and balance on hand. The 
quantity and cost of material on hand should be recorded at 
the beginning of the period. This will be taken from the physical 
inventory. During the month, all purchases of material should 
be recorded, the information being obtained from the invoices 
and material receipts reports. If desired, the total purchases 
for the day may be entered in one item, using the average 
cost. The average cost may be found by dividing the total 
cost by the quantity. All material consumed must be recorded 
as to quantity, average cost, and amount. The information 
may be obtained from the Material Consumption Report. 
(See Form 205.) If material received and material consumed 
is properly recorded, it is only necessary to calculate the bal- 
ance as to quantity and average cost in order to ascertain the 
inventory of material on hand at the end of the month. 


The stock record of products such as flour and feed is 
equally important but more complicated. In order to acquire 
the desired information, it will be necessary to prepare daily 
production reports. (See Form 206.) These products are pro- 
duced instead of being purchased; hence it is necessary to 
ascertain the cost of production in order to make a proper 
record of material produced as to quantity and cost. The cost 
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of production involves the cost of ‘the raw material consumed, 
labor, both direct and indirect, and manufacturing expenses. 
( (Inasmuch as the principles of cost accounting is the next topic 
to be taken up, a detailed discussion of the elements of 
cost of production will not be undertaken here.) 


The accounts with products will be charged with the quan- 
tity produced and cost of production, and will be credited 
with the quantity sold at cost price, the difference being brought 
forward as a balance. If it is not desired to keep a record of 
products as to value but in quantity only, the record will be 
greatly simplified as it will only be necessary to charge the 
account with the quantity produced and credit it with the 
quantity sold, the difference being the balance on hand in 
quantity. For a small mill where a sound cost system is not 
in use, this will be best. 


Material Consumption Report. (Form 205) The ob- 
ject of this report is to provide a record of material consumed 
daily as to quantity and cost. The quantity will be ascertained 
by weighing the grain consumed. Most mills are now equipped 
with automatic scales so that the grain is automatically weighed 
as it is milled. The cost of material consumed will be shown 
by the stock record. It will be best to assume that material 
received first is milled first, though if desired, the average 
cost may be used. 


Production Report. (Form 206) The object of this 
report is to furnish a record of the quantity of all products 
produced daily. Columns are provided for each day in the 
week. These may be totaled and the total production shown 
at the end of the week. This will provide the necessary in- 
formation for the stock record of products so far as quantity 
is concerned. 


Ledgers. In addition to the general ledger, subsidiary 
ledgers for accounts with Customers and Creditors should be 
provided. No special rulings will be necessary. Controlling 
accounts for the subsidiary ledgers must be kept in the general 
ledger. At the end of each month, a schedule of the Accounts 
Receivable and Accounts Payable should be prepared and this 
should be compared with the balance of the controlling ac- 
count. Any discrepancy should be located and corrected. If 
the subsidiary ledgers are to be made self-balancing, it will be 
necessary to provide a controlling account to be kept in each 
subsidiary ledger. This account will be similar to the control- 
ling account in the general ledger except that it will be just 
the reverse, that is, it will be debited for all items appearing on 
the credit side of the controlling account in the general ledger, 
and will be credited for all items appearing on the debit side of 
the controlling account in the general ledger. The bookkeeper 
may then check the schedule of the individual accounts with the 
controlling account, without reference to the general ledger. 
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A. THEORY QUESTIONS 


I. In devising an accounting system for a business, what 
are the principal matters to be considered by the accountant, 
and in what order should they have attention? COP MASE 


2. Rule a form of cash book to provide for controlling 
accounts of debtors and creditors, for discounts in settlement 
of both receivable and payable accounts. What is the usual 
method of posting these figures? TN Eas gM ale & 


3. You have been asked to prepare a system required 
for a clubhouse where rooms and board are furnished at a fixed 
rate per week. Submit a report to the directors outlining just 
what should be done, and what books and accounts would be 
needed. Co-PatAnre x: 


4. In examining the affairs of a manufacturing concern 
you find, among the assets, finished goods inventory of $175,- 
798.00 and ascertain that included in the above total is the 
sum of $50,000.00 covering goods deposited as collateral to 
secure notes which are included in the Notes Payable account. 
How would you treat this in a statement prepared for credit 
purposes? Explain why. Inst. Ex. 


5. A manufacturing concern asks you to certify to its 
average annual profits for the past five years. After charging 
all costs, expenses, and depreciation and allowances for bad 
debts, etc., it is found that profits for the first year were $30,- 
000.00; second year, $37,500.00; third year, $35,400.00; fourth 
year, $43,200.00; fifth year, $38,700.00. 


Included in the second year’s profits is profit on sale of 
real estate, $3,750.00; in third year’s profits, $7,500.00 profit 
on investments; in fifth year’s profit is $8,600.00 profit on 
real estate. 


What would you certify as the average annual profit? 
Give reasons. (oh P Ati 


B. ACCOUNTING PROBLEMS* 


I. From the Balance Sheet of the Lansdale Monotile 
Company dated December 31, 1920, together with the infor- 
mation following, show the Trial Balance before posting the 
adjusting and closing entries. 


* These problems constitute a review of the principles covered up 
to this point. If you have thoroughly mastered all the preceding work, 
you should experience no difficulty in solving them. 
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THE LANSDALE MONOTILE COMPANY 
Balance Sheet—December 31, 1920 


ASSETS LIABILITIES AND CAPITAL 

Land & Bldgs.$ 500,000 Capital, Stock saaee sitet $ 300,000 
Less Res. for Notes Payable ....). 07... 350,000 

Depr. ss CA eadalen ttn $ 380,000 | A ccounts Payable..... 158,000 
Mach. & Equip. .$ 200,000 Accrued Int. Payable.. 3,000 
Less Res. for 

Depr seo 80,000 120,000 | Surplus ............4. 314,000 
Clashi. wart cae eevee 58,000 
Ade Vache) 6 Santee 100,000 
Nidses din Vil. ae nets 125,000 
Accts. Rec.....$ 250,000 
Less Res. for 

Dibt!, cActtsisas 12,500) 1°237,500 
Notes PREG ay. tan _ 100,000 
PA CGE Ltt IROCe cyan 5. 4,500 | Total Liabilities and 
rE Otal ASSOUS eaten cen ce $1,125,000 (ADtalUy evel curs vc $1,125,000 


The accruals at the time of closing were: Interest on 
Notes Payable, $3,000; depreciation of buildings, $20,000; 
interest on Notes Receivable, $2,000; depreciation of ma- 
chinery and equipment, $30,000; interest on Victory Bonds, 
$2,500; provision for doubtful accounts, $12,500. The other 
nominal accounts closed out were: Sales, $325,000; adminis- 
trative expense, $50,000; cost of goods sold, $125,000; selling 
expense, $25,000. Inst. Ex. 


2. THE PASSAIC FALLS WOOLEN MANUFACTURING CO. 
Balance Sheet—June 30, 1920 


ASSETS LIABILITIES 

Pan eaters en cee $,10,000."| Gap. Stock; 7 Com}, par 
Hinldings «= (brick). tk 100,000 TOO ME, tte at eh AS kd $125,000 
Machinery tuscan. Hae tay ahd. 150,000 | Cap. Stock, Pfid., 7% cu- 
Steam Power Plant..... 25,000 mulative, par $100..... 100,000 
Treasury’ Stock,- Com., Accounts | havaplel ec. 130,000 

250 shares costing..... 20,000 | Undistributed Earnings 
Accounts  Receivable..... 50,000 (O=304TOP Gite ewe aie ee 0,000 
Inventories (6-30-20) .... 75,000 | Profits, year ended 
CCASIEs Cir ae mettre tak omens 20,000 (6-30-20 ata: toluene wien ¢ 35,000 
OLal® ASSETS oC ae ick ges $ 450,000 | Total Liabilities ...... «+ 450,000 


Adjust the above figures in regard to the following: 


(1) Land is appraised at $15,000 and is to be adjusted 
to that value. (2) Give effect in the statements to depreciation 
of 24% % on the brick buildings, 74% % on machinery, and 10 % 
on the steam power plant, for the year ended June 30, 1920, 
(3) Dividends on the preferred stock have not been paid for years 
ended June 30, 1919, and June 30, 1920. (4) Inventories are 
valued $5,000 below cost. 

From the above Balance Sheet and data, prepare corrected 
Balance Sheet in appropriate form for the information of stock- 
holders and auditor’s certificate thereto, and show statement 
of adjustments to profits and surplus. Inst. Ex. 
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3. The Indiana Mining Company submits the following 
Trial Balance as of December 31, 1920. 


Account Dr. Amt. Cr. Amt. 

Gash ons Handi ibe Sines eran alates $ 74.50 ~ 
Cashivin ) Banke iad st aoie ater sce bes ane ear hy bee 5,956.00 
Accounts “Receivable wish Gane aa eae eee ee 30,112.25 
Accounts \Pavableuoue: «hee neo ea een ee ere $ 12,500.00 
Notes Receivables wiec kes aioe saben ak alee 15,000.00 : 
Capital bStock asd ts vse eu iN raved Beta Utes nas 100,000.00 
Sur pls hee esi nev ate N Wea leat enn tenet ee 67,709.35 
Buildings “and Machinery.ce os seu aan ain eta che 145,000.00 
Ofice wm Bathing ein iri aie gona etcetera peauie ver eh ene 5,000.00 
Blacksmith Shops eae castes oe ale ae ae 4,000.00 
Inside): Constructions 2s wie. cae oe eae ee 15,675.00 
Capand Mine haillaccountas. Wu seen, meee 7,534.50 
Horsesy and Mules us tare can scarce ats ie er 5,600.00 
GE TDR Mae a MN Ile HUM aia cm Label! Zapata bE 267,246.00 
Depr. (Res.) Buildings and Machinery....... 12,000.00 
SUG plies we ery ie en arate ceases Sten La eRe 8,240.00 
Pay /Roula outside ya iirwcacevauinscnie se ena 24,701.50 
Pav Roll msidevin devas vlatcete atest neers eee cn tere 110,434.25 
Salaries, mine superintendent.:.....5.5.:.4... 6,000.00 
Salaries: office clerks vows nui eee cade 4,500.00 
Office (Expense Mish putes, cn pele atenla iameroheye 1,147.35 
General (Expense setantaus a wane 750.00 
Claims) Paid Cig uries inion eraieterouny wechseln 4,000.00 
Insurance) (Expires i7-T<2T) (enn cuceea enesis nee 5,500.00 
Repairs tor Buildings yrs ine cle sete ee ene welche 4,075.00 
Repairs . to: Construction, insidé.. ..s...0..5.5 3,445.00 
Barnvbxpense outside tu cae cs weit nien ys 1,500.00 
Selling  Hxpensen gakoc ives cau earner meee 4,500.00 
Royalty 7aceountien ane eee eee eae 30,500.00 
Waters oe eG aD bse ae a at EASON Te eI eR REE Mase 800.00 
Ee] Figen ci avossne wcclcrera terete eae claiere enon eeeereta ne mie 935.00 
Timbervand (Propsi nexus Gee wes eels eae 5,475.00 

Totaly eee ee ee Wee eo ame $450,455.35 $450,455.35 
Total output of mine for year I920....... 132,300 tons 
Inventories 12-31-20: 

‘Limbet. and: Propsipye ire. ete $1,500.00 

Powders 3 Ooo bie Maro nc a etait errs 555.00 

Oiljand Sundries) verre .ni a ene, 175.00 


Examination of books and records shows following not 
entered: 


Horses'and) Mules fn va eae, $2,200.00—Dr. 
Car and Mine Rail account...... 1,450.00—Dr. 
Claim Paidi(injuries)a capris 1,000.00—Dr. 


Error—$3,415.00 charged to inside construction should have 
been inside pay roll. 

Coal is mined on a lease. Royalty 20 cents per ton. 

Depreciation at rate of 5% to be considered on buildings 
and machinery. 


Prepare Statement of Profit and Loss and Balance Sheet, as 
of this date (12-31-20), showing gross earnings, net earnings 
and the average cost per ton of coal. CAPR eatiatess 


Unit Twenty-Seven 


SYSTEMATIZATION (Concluded) 
COST ACCOUNTING 


Definition. Cost accounting may be defined as that 
part of general accounting which relates to the recording of 
manufacturing operations, such as the recording of material, 
labor, and manufacturing expenses—all items which enter into 
the cost of manufacture or construction of a definite piece of 
work. A cost accounting system, as ordinarily understood, is 
a system of factory accounts which, properly adjusted to the 
general system of factory operations and accounting, enables 
the manufacturer to ascertain with at least fair accuracy the 
production cost of his products and the constituent elements 
which make up this cost. 


Need for Ascertaining True Costs. Formerly a knowl- 
edge of true manufacturing costs was-not as imperative as it is 
today. There was a wider margin between cost and selling 
prices. Production did not exceed consumption. Competition 
was not so keen. A good profit could be realized on the invest- 
ment and costs could be largely ignored. In some small concerns 
where costs are quite well known and in those larger concerns 
where the selling price is far above any possible costs, ignorance 
of exact costs may not involve disastrous results, even today. 

However, the manufacturer who desires to obtain satis- 
factory results permanently or who expects to accomplish any- 
thing worth while, must quit guessing at costs in the factory. 
We may safely say that the point has been reached where no 
manufacturer will attempt to market his product without some 
knowledge of its cost. It is gratifying to those accountants and 
engineers who have for years preached the doctrine of the 
necessity of cost accounting as a vital feature in business to 
know that in the last few years business men have had a real 
awakening on the subject. It may now be safely assumed that 
every manufacturer is endeavoring to secure definite information 
relating to the cost of his product. In an endeavor to secure 
this information, practically every manufacturer has some 
method or system by means of which costs are figured. It does 
not matter how crude such a system or method may be, it rep- 
resents a cost system just the same. 


Place of Cost Accounting. In the early days of cost 
accounting systems, the cost accounts were usually kept distinct 
and separate from the general accounts. It was thought that 
the difference of standards could not be reconciled. Time and 
progress have shown that if best results are to be obtained, the 
cost system must represent an integral part of the general ac- 
counting system. It is true that a cost system kept entirely 
independent of the general accounting system may supply 
information and data of very considerable importance, but 
such a system fails to attain its highest usefulness and value. 
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A cost system should not be merely a statistical system. 
Materials, labor and manufacturing expenses must be accounted 
for accurately. By means of a sound cost system, raw material 
is traced to goods in process and then to finished goods. At 
this point the cost of production must be known before selling 
prices can be intelligently determined. Without information 
as to actual costs of production, selling prices must be determined 
in ignorance of the true costs. Statistics show that a very large 
per cent. of those concerns which fail, do so because of a lack of 
knowledge on the part of the management as to costs. This 
may be a result of no effort to arrive at costs by means of an 
accounting system, or it may be the result of a cost system that 
that does not correlate with a general accounting system; hence 
is nothing more than a memorandum system. 


Object of Cost Accounting. (a) To Determine the 
Cost of Production per Unit. The fundamental object of cost 
accounting is the determination of production costs on each 
unit of product. This is the simplest and a necessary result- 
ant of any correct and properly operated system of cost account- 
ing. While the fundamental object is the same, there is a wide 
difference in cost accounting between the merchant and the 
manufacturer. The only elements entering into the cost of 
goods purchased by merchants are the purchase price, over- 
expenses and selling expenses. The manufacturer purchases 
raw material and works it into the finished product. In the 
process, many different machines may be used and both pro- 
ductive and nonproductive labor is involved. In addition, there 
are factory expenditures of various kinds which should be pro- 
rated over the finished product on an equitable basis. All these 
production costs must be known before determining selling 
prices. 

(b) To Determine Profitable Lines of Production. It is 
necessary for a business man to know on which articles he is 
making a profit and on which he is incurring a loss. Competitive 
conditions are seriously disturbed where losses on one or more 
articles are recovered by profits on other articles. A knowledge 
of true costs of producing all articles will and should result in 
concentration of manufacture on the more profitable articles. 

(c) To Secure Statistics and Reports to be Used in Deter- 
mining Managerial Policies. In these days of large industrial 
concerns wherein personal supervision is impossible, the only 
reliable way by which an executive can judge of the efficiency 
of an organization and plans for future operations is through a 
system of periodic statistical reports. Such reports can only be 
accurately obtained when a good cost system is in operation. 


Advantages of Uniform Systems of Accounts. The 
value derived from an adequate system of accounts is obvious. 
The greatest value is that of making comparisons and analyzing 
differences. But before any fruitful comparison can be made 
between figures of different periods or between figures of different 


COST ACCOUNTING 167 
stores, it is absolutely necessary that the systems be uniform. 
With a uniform system of accounts in use, differences in items 
reflect differences in conditions, while without a uniform classifi- 
cation, differences in items may reflect only differences in ac- 
counting classification. 

There has not been much standardization of accounts 
among mercantile concerns, though there has been a marked 
improvement towards the adoption of uniform accounting sys- 
tems within different lines of trade and industry during the last 
ten or fifteen years. Numerous trade associations* have estab- 
lished uniform systems which have been put into operation by 
their menbers. 


Cost Accounting as an Aid to Management. It has 
been said that ‘‘The test of industrial accounting as applied in 
any manufacturing plant is its utility as an aid to management.”’ 
A system of factory accounts, to be of practical value, must 
serve as a dependable guide to the management in the adminis- 
tration of manufacturing operations. A proper system should 
furnish the necessary information for the preparation of current 
reports that will reveal to the management any variations 
between actual and standard performance which, in turn, will 


indicate the way to economics and increased production. 


Cost 


*The committee on Research and Education of the National Association of Cost Account- 
ants has compiled a list of the Trade and Manufacturing Associations which have adopted uni- 


form accounting systems. This list follows: 


Steel Barrel Manufacturers’ Association. 

The American Boiler Manufacturing Asso- 
ciation. 

The American Face Brick Association. 

The National Association of Box Manufac- 
turers. 

Folding Box Manufacturers’ National Asso- 
ciation. 

The National Association of Brass Manufac- 
turers. 

National Canners’ Association. 

The Casket Manufacturers’ Association of 
America. f 

Portland Cement Association. 

American Association of Pharmaceutical 
Chemists. 

National Association of Finishers of Cotton 
Fabrics. 

The National Cloak, Suit & Skirt Manufac- 
turers’ Association. 

National Coal Association. 

National Confectioners’ Association of the 
United States. 

National Association of Dyers and Cleaners. 

Electrical Manufacturers’ Council. 

National Association of Electrical 
tractors and Dealers. 

Biscuit and Cracker Manufacturers’ Asso- 
ciation of the United States. 

The Steel Founders’ Society of America. 

American Foundrymen’s Association. 

National Foundrymen’s Association. 

National Association of Upholstered Furni- 
ture Manufacturers. 

Heating and Piping Contractors’ National 
Association. 

National Warm Air Heating and Ventilating 
Association. 

National Association of Ice Industries. 

National Implement and Vehicle Association 
of the United States of America. 


Con- 


Label Manufacturers’ National Association. 

National Association of Employing Lithog- 
raphers. 

Lime Association. 

Southern Sash, Door and Millwork Manu- 
facturers’ Association. 

North Carolina Pine Association. 

West Coast Lumbermen’s Association. 

California White and Sugar Pine Manufac- 
turing Association. 

National Paint and Oil Varnish Association. 

American Photo-Engravers’ Association. 

Writing Paper Manufacturers’ Association. 

Cover Paper Manufacturers’ Association. 

Newsprint Service Bureau. 

United Typothetae of America. 

Atlantic Coast Shipbuilders’ Association. 

Missouri Valley Association Sand and Gravel 
Producers. 

National Association of Sheet and Tin Plate 
Manufacturers. 

The Central Association of Stove Manufac- 
turers. 

National Association of Stove Manufacturers. 

Truck Owners’ Couference, Inc. 

National Machine Tool Builders’ Association. 

The National Tent and Awning Manufac- 
turers’ Association. 

American Warehousemen’s Association. 

Sweaters and Knitted Textile Manufacturers’ 
Association. 

International Garment Manufacturers. 

Anthracite Coal Operators. 

Concrete Mixers’ Association. 

American Hardwood Manufacturers’ Asso- 
ciation. 

Allied Wall Paper Industry. 

National Paper Trade Association. 

Metal Finishers’ Equipment Association. 

Association of Chilled Car Wheel Manu- 
facturers. 
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data should be so interpreted through the accounts that the 
factory executives are given accurate information regarding all 
factory activities which they wish to have presented to them, 
and the financial and sales executives are presented with correct 
statements of financial condition and operating profits and 
losses, as well as adequate statistics of sales, costs, and expenses 
of various classification. 


Devising a Cost Accounting System: The devising 
of a cost accounting system and adapting it to a particular plant 
should be attempted only by one who is familiar with the oper- 
ating requirements of the business and who understands the 
necessities of organization in industrial concerns. The factors 
of cost and output which have the greatest influence on ultimate 
profits must be discerned and practical means must be found 
for translating them into reports, statements and charts. A 
suitable type of system and construction of its details cannot 
be determined without an understanding of the general policies 
of the business. | 

Many cost systems have failed to accomplish the desired 
results because they were devised and installed without an 
adequate conception of the problems involved or the factors 
that should have been considered. 


Cost Systems. While the fundamental principles of any 
cost system are the same, yet there are at least three distinct 
systems in general use. Since the object of a cost system is to 
allocate the costs to the products on a sound basis, the method 
of allocation will necessarily depend upon the conditions of pro- 
duction. The leading cost systems include: 


(a) The Job Cost or Production Order system. 
(b) The Continuous Production or Process system. 
(c) The Predetermined Estimate system. 


The Job Cost or Production Order System. The 
first step with this system is to provide a form for recording the 
order. The purpose of this form is to give the factory instruc- 
tions as to order work which is to be done. The form should 
provide for the following information: 


Order No. Distribution of work to 
be done, including speci- 
Date. fications as to material 


needed and shipping in- 
Name and address of customer. _ structions. 


A job ledger is required. This should be a loose-leaf ledger. 
The form used should provide for information with regard to the 
order number, name of customer, date, cost of material consumed, 
labor, manufacturing expenses, this information being recorded 
as the order passes through the different processes of manu- 
facture. 
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This system may be used with satisfactory results in any 
concern where goods are placed in process of manufacture in 
lots which can be kept separate throughout. This enables the 
recording of costs on each different order or lot during the pro- 
cess of manufacture. Each lot is given an order number and all 
labor and material which can be allocated directly to an order 
is charged to that number, an account being kept on the factory 
books for each number. It is usually best to provide a control- 
ling account known as Work in Process account. Orders in 
process of manufacture at any time are likely to be numerous, 
but the manufacturing operations may be controlled on the 
general ledger by means of such a controlling account. Individ- 
ual accounts with the various jobs may be kept in a subsidiary 
cost ledger if desired. 


The Continuous Production or Process System. The 
first step with this system is to divide the entire production 
operations into stages or processes. The cost of each process 
is then apportioned over the product secured from that process, 
and the unit cost thus determined. The business must also be 
departmentalized. The departmental divisions under this sys- 
tem will differ from those under the Job Cost system as these 
divisions should be by processes, regardless of whether the work 
is of similar character or not. This system is much simpler than 
the Job Cost or Production Order system, because it is not 
necessary to record the costs by jobs, but by departments or 
processes only. 


The accounts kept are practically the same except that 
there is not the necessity for the same detailed analysis as with 
the Job Cost system. Material is handled in the same manner 
with both systems so far as purchases and delivery to stock 
room is concerned. There is a difference, however, in accounting 
for the material as it is requisitioned out of the stock room. A 
material account should be opened for each department. As 
the material is withdrawn from stock, it should be charged to 
the proper department. This is true regardless of whether the 
material represents raw material coming from the stock room, 
or whether it represents the finished product of some other 
department. The principle is that the material account of 
each department must be charged at cost price with all material 
sent to that department. The account will be credited for the 
cost of material used on the completed work, the balance of the 
account representing the cost of the material consumed on the 
work in process. Accounts with Labor and Overhead Expenses 
should also be kept by departments. 


After the goods have reached the Finished Goods account, 
the method of treatment is the same with both the Continuous 
Production or Process system and the Job Cost or Production 
Order system. 
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The Predetermined Estimate System. The first step 
with this system is to prepare in advance estimates as to cost 
of production for every article manufactured. After these 
estimates have been predetermined, the articles produced are 
valued at these estimated costs, the total value thus determined 
being compared with the actual expenses of operation. The 
degree of accuracy with which the estimates have been prepared 
may then be judged as a whole by the extent to which the total 
estimated cost of all goods manufactured during the period 
varies from the total actual cost of operating the factory during 
the same period. 

This system is not to be recommended in any case where 
either the Job Cost or the Continuous Production systems may 
be used. It will be found practical, however, in many instances, 
owing to the great variety of articles manufactured which vary 
but slightly from each other, or owing to the minuteness or 
intricacy of the factory operations where piece-work rates are 
in effect and the cost of each individual operation can be very 
_Closely estimated, and it remains only to prove that no element 
of cost has been omitted and that the estimated cost in total is 
approximately correct. 

Criticism of the system lies in the fact that to compare the 
total estimated cost of all the products with the total actual 
cost of operations, does not reveal definitely in what element 
of the costs the variations occur. This objection may be largely 
overcome by subdividing the operations and basing the estimated 
costs on these subdivisions. Corresponding operating accounts 
should be kept on the books for each subdivision. These sub- 
divisions may be based upon departments. Regardless of the 
peste the divisions in the estimates, the accounts must corre- 
spond. 


Elements of Cost. Costs may be applied to different 
stages. The first is known as prime cost. The elements of 
prime cost are material and labor. The second is cost of pro- 
duction. This is represented by the prime cost plus the manu- 
facturing expenses and represents the cost of fully manufactured 
goods ready for transfer from factory to sales department. 

There are two more elements to be added to the cost of 
production in order to arrive at the selling price. The first is the 
selling and administrative expenses. The second is the desired 
per cent. of profit. Thus, it will be seen that there are four ele- 
ments to be taken into consideration in determining the sales 
price of a manufactured article—prime cost, manufacturing 
expenses, administrative and selling expenses, and desired profit. 


Material + Labor = Prime Cost. 

Prime Cost + Manufacturing Expenses = Cost of Pro- 
duction. 

Cost of Production + Administrative and Selling Expenses 
= Cost of Sales. 

Cost of Sales + Desired per cent. of Profit = Selling Price. 
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Accounting for Material. No complex \accounting 
principles are encountered in the handling of raw material. 
With a cost system, it becomes necessary to provide for a book 
inventory. Raw material should be stored in a stock room. 
The stock room should be placed in charge of a stock clerk who 
will keep a record of all material received by means of a material 
ledger, and for this purpose, cards or a loose-leaf record may be 
used. An account should be kept with each article. A control- 
ling account for Raw Material will be kept on the general books. 
The stock clerk will be responsible for all material received. 
When material is purchased, it should be charged to the Raw 
Material controlling account in the general ledger and when 
placed in the stock room will be recorded on the stock records 
by the stock clerk. No material should be taken from the stock 
room except upon requisition signed by the proper persons. 
These requisitions are an essential part of a cost system. 

A special form of requisition should be used and this should 
provide information regarding job numbers, departments, date, 
quantity, description, price, amount, and signature of foreman. 
The cost clerk will extend the amount on the requisition sheet 
and see that it is properly posted. When material is requisi- 
tioned from the stock room, it should be charged to the proper 
departments or to the proper job or production order numbers. 


Accounting for Labor. Labor may be divided into two 
classes—direct or productive and indirect or nonproductive. 
Productive labor is that which can be charged directly to 
certain orders or processes. Nonproductive labor is that 
which cannot be charged to any particular order or process, but 
must be charged to the expenses of some department. The 
general method of recording labor is to have each employe make 
up a time ticket each day. This should show the employe’s 
name, number, date and hours employed on each job, also the job 
number and machine number if a machine is used. In the case 
of nonproductive labor, the ticket should also show the depart- 
ment and nature of the work done in lieu of the job number. 
These time tickets go to the office to be recorded. 


Wage System. There are many plans commonly em- 
ployed in the paying of wages. A list of the more common of 
these plans together with a brief description of each follows: 


1. Day Rate System. This plan is based on a flat rate 
per day regardless of the output. This plan may be considered 
the original wage system. Practically all other systems are 
a result of an effort to improve upon the day rate system because 
of dissatisfaction with the plan. The fact that it fails to promote 
efficiency, initiative, and does not offer an incentive for increased 
output or individual effort, are its principal objections. Gener- 
ally speaking, the plan is better suited to the paying of non- 
productive labor than to productive labor. No other plan is 
applicable to certain classes of nonproductive labor due to the 
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fact that the work performed is based principally upon a lapse 
of time as in the case of watchmen, foremen, firemen, etc. 


2. Piece Rate System. This plan is based on a flat rate 
per unit of output, the rate usually being based on past expe- 
rience. This plan has many advantages over the day rate plan. 
One of the principal advantages is that the manufacturer knows 
in advance the labor cost on goods to be produced. Perhaps 
the principal difficulty in the application of the plan is the 
determining of a satisfactory rate that will be fair to all concerned. 


3. Differential Rate System. This plan is based on a 
rate per unit of output which increases as the output is increased. 
Under this plan, a standard of performance is determined. When 
this standard is attained and passed, the rate of pay is auto- 
matically increased. The increased rate may be applicable 
either to the entire production, or only to that part of production 
in excess of the standard set. The plan is more complicated 
than either of the former plans and its principal disadvantage 
is in the difficulty for determining the rates of payment. 


4. Premium System. This plan is based on a flat 
rate per hour plus an extra allowance for time saved. The time 
saved equals the difference between the standardized and actual 
value. The fundamental principle is to reward the efficient 
worker in amount proportionate to the value of the time saved. 


5. The Bonus System. This plan is based on a rate 
per hour which increases with an increased output. There are 
many variations of the plan, all of them designed to increase 
production by offering a reward in the form of a bonus when 
the standard of attainment is exceeded. The so-called Gantt 
system is a variation of the bonus system. The principal feature 
of the Gantt system is the bonus granted to the foreman for 
every man under him who makes his bonus. 


6. Stint System. This plan is based on a flat rate 
similar to the day rate system outlined above, but with this 
plan the employe is given the privilege of going home when the 
assigned day’s work is completed. A standard is set representing 
a day’s or a week’s work and when this work has been completed, 
the employe has earned his day’s or week’s wages, and the 
remaining time is his own. 


7. Santa Fe System. This plan is based on a standard- 
ized output regarded as 100% efficiency, all other output repre- 
senting the percentage of the standardized output. The work- 
men are paid on an hour or day rate plan, but are granted an 
additional amount depending upon their efficiency. 


8. Profit-Sharing System. This plan is based on one 
of the above systems in so far as basic rates are concerned, but 
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in addition provides that the workman shall share in a certain 
percentage of the profits. The idea is that the employe will 
consider himself a part owner in the business when he shares 
in the profits, whether distributed in cash or in stock. There 
are many variations of profit-sharing plans. 


Accounting for Overhead Expenses. Factory overhead 
expenses are the expenses connected with manufacturing which 
cannot be charged to any particular order or process. These 
expenses may be divided into two classes—factory departmental 
overhead and general overhead expenses. 

Factory departmental overhead expenses cover all manu- 
facturing expenses which can be charged directly to the various 
departments, such as nonproductive labor, rent, taxes, insurance, 
depreciation, etc. General overhead expenses includes all man- 
ufacturing expenses that cannot be charged directly to the vari- 
ous departments but must be distributed over the factory asa 
whole. There are many bases for distributing overhead ex- 
penses to the various departments. In practice, it is not 
practicable to distribute all overhead on one common basis, 
though this might be desirable from a bookkeeping point of 
view. All items of overhead do not vary with the same factors. 
For instance, rent chargeable to a department would not fluct- 
uate with the volume of production, while power would vary 
with the volume of production. For each item of overhead, 
there must be selected a basis of distribution which under all 
circumstances will be the most equitable.* 


Methods of Application of Overhead Expenses to 
Products. (a) Percentage on Direct Labor Cost. This meth- 
od is based on the theory that overhead expenses are incurred 
in proportion to direct labor cost. It is a practical method 
where workers are engaged at nearly uniform wages, and where 
they all work under practically the same physical conditions 
and use substantially the same or similar equipment. Where 
workers are employed on a piece-work basis or where they 
receive practically the same wage, the method will give good 
results and will prove popular because of its ease of operation. 


(b) Percentage on Direct Labor and Material Cost. This 
method is based on the theory that overhead expenses are in- 
curred in proportion to direct labor and material cost involved. 
It is seldom practical or appropriate, though the method may 
be used where a factory’s workers are employed under nearly 
uniform wage rates, physical conditions, and operations, and 
where the ratio of material cost to direct labor is approximately 
close to the ratio which the cost of that element of overhead 
expense incident to handling material is to all other elements 
of overhead expenses, providing the materials used are practi- 
cally of the same size and kind. 

*For a detailed explanation of different methods for distributing overhead 


expenses to departments, see pages 275-280 of “20th Century Bookkeeping and 
Accounting.”’ 
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(c) Direct Labor Hour Rate. This method is based on 
the theory that overhead expenses are incurred through the 
lapse of time. It is a practical method where all workers are 
employed under practically the same physical conditions and 
operations. The degree of appropriateness of the system depends 
largely upon the degree of variation in running cost of equipment, 
etc., used. Where wage rates differ, this method is preferable 
to either of the former methods. The amount of the overhead 
expenses is in general more nearly proportional to the number 
of men employed, than to the amount of the pay roll. This 
method is frequently referred to as the Productive Hour 
Method. 


(d) Machine Hour Rate. This method is based on the 
theory that in certain departments, the equipment used varies 
greatly, and that the rate of overhead expenses charged to the 
orders passing through the department should vary correspond- 
ingly. Under the method, a rate per hour for distribution of 
overhead expenses is obtained for each department. In case 
the machine hour rate is made to include the labor of the machine 
operators, no direct labor charge would be made to orders passing 
through that department. | 


Proposition A 
From the following data, illustrate the methods outlined 
above for applying the overhead expenses of a factory to produc- 
tion: 
Dept. A Dept. B Dept. C 


Matertal Used 2-2 ee. $10,000.00 $5,000.00 $5,000.00 
Productive Wages Paid.. 3,200.00 2,500.00 3,500.00 
Productive Labor Hours. 8,000.00 5,000.00 10,000.00 
Overhead Expenses...... 4,000.00 2,500.00 2,800.00 


The factory is supposed to run 2,400 hours a year. 


Solution 
(a) To ascertain the percentage on direct labor cost, 
divide the overhead expenses for each department by the pro- 
ductive wages paid according to departments. 


Dept. A Dept. B Dept. C 
4,000 2,500 2,800 

E125 05 = 100% | = 80% 
3,200 2,500 3,500 


_(b) To ascertain the percentage on direct labor and ma- 
terial cost, divide the overhead expenses for each department 
by the sum of material used and productive wages paid. 


Dept. A Dept. B Dept. C 
4,000 2,500 2,800 


= 30.3% = 33144% 


13,200 7,500 8,500 


= 32.94% 
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(c) To ascertain the direct labor hour rate, divide indirect 
expenses for each department by the productive labor hours. 


Dept. A Dept. B Dept. C 
4,000 2,500 2,800 

= 50c = 50Cc = 28C 
8,000 5,000 10,000 


(d) To ascertain the machine hour rate, divide the over- 
head expenses for each department by the number of hours the 
factory is supposed to run per year. 


Dept. A Dept. B Dept. C 
4,000 2,500 2,800 

= $1.6624 = $1.044% = $1.1624 
2,400 2,400 2,400 


Proposition B 


To illustrate the application of the results obtained above, 
under the Job Cost or Production Order system, we will assume 
the material and labor (value and time) chargeable to job No. 
100 to be as follows: 

Dept. A Dept. B Dept. C Total 


Material. ..!... $1.00 $2.00 $1.00 $4.00 

Labor Value.... 1.60 1.50 1.05 4.15 

Tabor tours... 4 3 3 IO 
Solution 


The following calculations show the different total order 
costs obtained by each method previously explained for applica- 
tion of indirect expenses to production. 

Dept. A Dept.B Dept. C Total 
(a) Percentage on Di- 


rect Labor: 
Natertal. See $1.00 $2.00 $1.00 $4.00 
TapOraue nutes te 1.60 1.50 1.05 4.15 
Indirect Expense.. 2.00 1.50 84 4.34 
Total Cost Order 
Nox LOO. cee $4.60 $5.00 $2.89 $12.49 


(b) Percentage on Di- 
rect Labor and Ma- 
terial Cost: 


Material awe. $1.00 $2.00 $1.00 $4.00 
babor ae. eee 1.60 1.50 1.05 4.15 
Indirect Expense.. .79 POL ' 2.64 


Total Cost Order 
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(c) Direct Labor Hour 


Rate: 
Materials’ ioe aon $1.00 $2.00 $1.00 $4.00 
Daborn hitenee a: 1.60 1.50 1.05 4.15 
Indirect Expense.. 2.00 1.50 .84 4.34 
Total Cost Order 
NOjsLOO.:. ss $4.60 $5.00 $2.89 $12.49 
(d) Machine Hour 
Rate: 
Matenaiis bales SL OOas ene: OO £1.00 $4.00 
a bors eran 1.60 I.50 1.05 4.15 
Indirect Expense.. 6.67 Be 3.50 1s 
Total Cost Order 
Nor too an $9.27 £6.63 $5.55 $21.42 


Controlling Accounts. When the cost system is a 
part of the general accounting system, the principles of double 
entry bookkeeping are carried out by means of controlling ac- 
counts. Thus the general bookkeeper will be in a position to 
maintain a check on the work of the cost department. By means 
of the controlling accounts there will be maintained a check on 
the general clerical work in connection with the keeping of the 
cost records. The name and number of controlling accounts to 
be kept will vary, depending een the cost system in use, and 
the nature of the business. 


Controlling accounts may be kept in the general ledger 
with raw materials, manufactured parts, labor, factory expenses, 
and such other accounts as may be grouped in subsidiary ledg- 
ers. If desired, a general cost ledger may be kept in which case 
this would contain controlling accounts for each subsidiary cost 
ledger, and the only controlling account that would appear in 
the general ledger would be a Cost Ledger controlling account. 
Regardless of whether one controlling account is kept for all 
cost transactions, or whether separate controlling accounts are 
kept for the different cost elements, such as raw material, manu- 
factured parts, labor and factory expenses, the principles are the 
same. 


Raw Materials Account. This is a controlling account 
for the raw materials ledger kept by the stock clerk. The object 
of the account is to show the cost of materials in the stock room 
at the end of each cost period. The account should be charged 
with (a) the cost of all raw material in the stock room at the 
beginning of the period; (b) the cost of all material purchased 
and received in the stock room during the period, plus trans- 
portation charges inward. If no materials are taken from the 
stock room except upon requisition, these requisitions may be 
totaled at the end of the cost period and the sum credited to 
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this account and charged to the Work in Process account by 
means of an adjusting journal entry. Thus it will be seen that 
if this account is charged with the cost of all materials on hand 
or received during the period and credited with the total amount 
of material requisioned at cost price during the period, the 
balance of the account will represent the cost of materials in the 
stock room at the end of the period. This should be verified at 
least once a year by means of a physical inventory, and any 
variations should be adjusted. 


Labor Account. This is a controlling account for both 
productive and nonproductive labor. It is charged during the 
period with the total pay roll: At the end of the month, the 
account is credited with the total labor shown on the cost clerk’s 
labor summaries, the Work in Process account is charged with 
the productive labor, and the departmental expense accounts 
are charged with the nonproductive labor. 


If the last day of the cost period does not fall on the end 
of a pay period, the account will not balance but will show a 
credit balance, this representing the amount earned by the 
employes but not paid. In other words, it represents the amount 
of accrued pay roll. 


Parts Purchased Account. If, in addition to raw mate- 
rials purchased, there are certain manufactured parts purchased, 
it may be advisable to keep a manufactured parts ledger and 
to keep a controlling account for manufactured parts. The 
principle of the account is the same as the Raw Materials ac- 
count, it being charged with the cost of manufactured parts 
purchased and credited with the cost of parts requisitioned. The 
balance of the account is the amount of the manufactured parts 
on hand at the end of the period. This should be verified by 
means of a physical inventory at least once a year and any 
variations adjusted. 


Overhead Expense Accounts. Accounts with various 
overhead expenses may be opened in the general ledger, or these 
may be grouped in a subsidiary ledger and a controlling account 
opened in the general ledger. The principle is the same in either 
case. Accounts are usually kept with each class of overhead 
expenditure, such as building expense, power, insurance, taxes, 
depreciation, etc. At the end of the month, the controlling 
account for overhead expenses or the individual accounts (if 
kept in the general ledger) are credited with the proportion of 
the expenses applicable to each department. The departmental 
expense accounts have now been charged with their proportion 
of the fixed charges and with the nonproductive labor. Mis- 
cellaneous expenses, supplies, and repairs will also be charged 
to these accounts. 


During the period, these departmental expense accounts 
are credited with the overhead expenses distributed to the 
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various orders or processes. At the end of the period, the ac- 
counts are credited with the overhead expenses already distrib- 
uted to work in process, and the Work in Process account is 
charged. After this entry has been made, the accounts theoretic- 
ally should balance. There will, however, undoubtedly be small 
balances which will have to be adjusted. This is done usually at © 
the end of the year when the balances are charged to Reserve 
for Overhead. 


Work in Process Account. The purpose of this account 
is to show the factory cost of work in process at the end of the 
cost period. We have already-shown that the account will be 
charged with: 


(a) Cost of raw material requisitioned during the period. 
(b) Cost of parts requisitioned during the period. 

(c) Cost of productive labor during the period. 

(d) The departmental overhead expenses. 


The account should be credited with the cost of production 
of the fully manufactured output, this being transferred to the 
sales department. The balance of the account represents the 
material cost, plus labor and overhead, of work in process of, 
manufacture, this being the factory cost of incompleted work. 


Fully Manufactured Goods Account. This is a con- 
trolling account for goods fully manufactured and on hand in 
the sales department. The account should be charged with (a) 
inventory of fully manufactured goods on hand at the beginning 
of the period; (b) goods manufactured at cost of production 
during period; and (c) purchases of goods fully manufactured 
during period. 


The account is credited with the total goods sold during the 
period at cost price. The balance of the account represents the 
inventory of fully manufactured goods on hand at the end of 
the period at cost of production or purchase price. This should 
be verified at least once a year by means of a physical inven- 
tory, and any variation should be adjusted. 


A. THEORY QUESTIONS 


I. State four principal objects to be obtained by a modern 
cost system. CaP aN cree Ks 
2. What are the constituent elements to be considered 

in fixing the selling price of a manufactured product? 
CePA rex 
3. State briefly the elements of cost appearing in the 
following ledger accounts: (a) Raw Materials. (b) Goods in 
Process. (c) Finished Goods. GOP MAME 
4. Give several methods of distributing indirect expenses 
which may be considered as standard. CRU AN xe 
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5. What, in your opinion, is the best method of distributing 
the overhead or indirect expenses of a manufacturing concern 
so as to apportion the same to the different articles manufac- 
tured? He Wiad al 


6. Define the following and give a list of expenses which 
would properly come under each heading: 
(a) Shop overhead. 

(b) General overhead. Inst Ex. 


7. Explain in -full the theoretical difficulties in regard 
to each of three commonly used methods of distributing over- 
head burden in cost accounting. 

Inst. Ex. 


8. Name and explain the various methods by which cost 
accounts may be handled, bringing out clearly among other 
items the difference between the production order plan and the 
process plan. GPa AT EX: 


B. ACCOUNTING PROBLEMS 


I. Set up in proper form to show Manufacturing Cost, 
Gross Profit and Net Profit the following: 


Sales; Gross Profit; Productive Labor; Productive 
Material; Commercial Expense; Manufacturing 
Expense; Nonproductive Material; Inventory Be- 
ginning of Period; Inventory End of Period; Non- 
productive Labor; Net Cost of Finished Product; 
Inventory of Finished Product; Finished Product 
During Period; Selling Expenses; Gross Profit on 
Sales; Net Profit; Inventory of Finished Product End 
of Period. 


Give the proper title to such a statement. Come Aas Bit 


2. From the books of the Johnson-Koerner Manufacturing 
Company as of December 31, 1920, we gather data as follows: 


PSA WHVLateria sUsed een te ees 3 Maret. $700,000.00 
PYOGuctiver anor yee. cic ae tet ree! ae oy 934,000.00 
Pight weOwemaut bled biavcualen tus ate eke, 12,770.00 
Superintendence and Indirect Labor....... 74,000.00 
Hactory OuUpplce: wae ates ees es 7,600.00 
Repairs to Machinery and Equipment..... I1,400.00 
Insurance on Material and Equipment.... 727.00 
SPAXCK ot oy een ate POE PR er erat Lh 3,370.00 
Lnsuvance.on Buildingsrine sean ese. 2,058.00 
Repaira tor OUiUCdin gs. erantoen ae ere. 1,376.00 
Depreciation Of Bulidings gaye trees ua 3 16,000.00 
Depr. of Machinery and Equipment...... 24,000.00 


Goods in process December 31, I9I9...... 21,600.00 
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Finished goods on hand Dec. 31, 1919. . 7 . $245,000.00 
Goods in process December 31, 1920..... 45,000.00 
Finished goods on hand Dec. 31, 1920..... 180,000.00 


Prepare statement showing prime cost and cost of produc- 
tion of goods sold during year ended December 31, 1920. 

Assemble this statement in such form as you believe to 
conform to proper accounting practice. COP UAM Hse 


3. The Buzzer Automobile Company manufactures an as- 
sembled car. Following is a synopsis of its factory activities 
for a given period. Build up from the figures shown all of the 
relative accounts as they would appear in the factory ledger 
with summary of stores ledger at closing. Prepare Trial Bal- 
ance from factory ledger. 


Purchases including opening inventory: 


Parts: Purchased aseccoine nay ene $ 65,000.00 
Parts Manufactured (material)......... 225,000.00 
Productive Paborwo i wean we oie 281,250.00 
Bactory Hecpense ven mens, nie aaiee 451,200.00 
Cost of Finished Cars: 
Parts Purchased sy) unl eae a a nn errenb Ge 55,000.00 
Parts Manufactured (material)......... 75,000.00 
Broductiveila boret-uee tata ous eee aa 188,500.00 
Factory Overhead Expense............. 226,200.00 


Material on hand $200,000.00. 
CyPrAgeS 


(Note. It is suggested that the following accounts be opened in the 
factory ledger: 


Raw Materials. Factory Expense. 
Parts Manufactured. Productive Labor. 
Parts Purchased. Assembled Cars. 


General Ledger. 


Journalize the above data, post to the accounts opened on the factory 
ledger, close the accounts and bring down the balances. Prepare Trial Balance 
to determine if factory ledger is in balance. 


The object in keeping a General Ledger account in the factory ledger is 
to make the factory ledger self-balancing. This is a summary account of all 
the factory transactions. It is just the reverse of the Factory Ledger controll- 
ing account in the general ledger. The amount appearing as a credit balance 
to the General Ledger account in the factory ledger appears as a debit balance 
to the Factory Ledger controlling account in the general ledger.) 


Unit Twenty-Eight 
FEDERAL INCOME TAXES* 


Income Tax Legislation in the United States. The 
first income tax law in the United States was enacted in 1861 
during the Civil War. It was several times amended and finally 
expired by limitation at the end of the year 1871. 


Congress adopted another income tax law in 1894 as a part 
of the Wilson Tariff Bill, but it was held to be unconstitutional 
by the Supreme Court of the United States the following year, 
in the case of Pollock vs. Farmers’ Loan and Trust Company, 
157 U.S. 429, on the ground that it was a direct tax and was 
not, in pursuance of the Constitution, apportioned among 
the States. 


In 1909 Congress enacted a third income tax law in refer- 
ence to corporations, worded somewhat differently from the 
Law of 1894, and the Supreme Court upheld this Law on the 
ground that it was an excise tax instead of a direct tax. 


Sixteenth Amendment. In order to remove any doubt 
as to the power of Congress to levy taxes on incomes of any 
nature, the Sixteenth Amendment to the Constitution was 
proposed and was adopted on February 25, 1913. This Amend- 
ment provides, that ‘‘Congress shall have power to levy and 
collect taxes on incomes from whatever source derived, without 
apportionment among the several States, and without regard 
to any cebsus or enumeration.” 

In pursuance of the authority granted by this Amendment, 
Congress enacted the Income Tax Law of October 3, 1913, 
which imposes a tax on the incomes of both individuals and 
corporations, and which superseded the Law of 1909 in so far 
as it applies to incomes accrued subsequent to March 1, 1913. 


*No doubt the tax on the incomes of both individuals and corporations 
will be a permanent part of our tax system. The rates may be changed, 
but the general principles of the Income Tax Law are not apt to be materially 
altered, consequently in this discussion, it shall be our aim to discuss the 
general principles of the Law as well as its application, the preparation of 
the returns and the computation of the taxes. A knowledge of the present 
Law is of prime importance as a basis for understanding any future law 
which may supersede it. 
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The Revenue Act of September 8, 1916 contained a 
new income tax law which was made retroactive to January I, 
1916, and this superseded the Law of 1913. This Lawwas, inturn, 
amended and supplemented by the Law of October 3, 1917, 
effective as of January 1, 1917, which, in addition to the former 
tax on the incomes of individuals and corporations, imposed an 
excess profits tax on the incomes of individuals, partnerships, 
and corporations. 


The Revenue Act of 1918, which became a law February 
24, 1919, was retroactive to January 1,1918. It imposed a tax at 
increased rates on the incomes of individuals and corporations 
and an excess profits tax on the incomes of corporations. It 
also imposed a war profits tax on the incomes of corporations 
for the vear 1918. It did not impose the excess profits tax on 
the incomes of individuals and partnerships as did the Law of 


IQI7. 


The Present Law was approved by the President, Nov- 
ember 23, 1921, and is known as the “‘Revenue Act of 1921.” 
It contains many entirely new provisions. Moreover, many of 
the old provisions of the 1918 Act, which, broadly speaking, 
may be said to have been carried into the 1921 Act, have been 
so modified, in the process, that fundamental differences in 
principle, scope and application are evident. Minor differences 
between the 1918 and 1921 Acts are numerous. It is the 1921 
Act that we are chiefly interested in, since the previous laws 
are effective only as to the income accrued prior to January I, 
1921. However, we shall have occasion to refer to the various 
regulations and decisions rendered under the prior laws, since 
they will be of assistance in the interpretation of the present 
Law.* 


*The basis of this discussion is the Revenue Act of 1921. The Treas- 
ury Department has, fromtime to time, issued regulations in pamphlet form 
dealing with the interpretation and application of the Laws of 1916, 1917 
and 1918. Those dealing with the Income Tax Law of 1917 are known as 
Treasury Regulations No. 33. Those dealing with the Excess Profits Tax 
Law of 1917 are known as Regulations No. 41. Those dealing with the Income 
and Excess Profits Taxes under the laws of 1918, applicable during 1918, 
1919 and 1920, are known as Regulations No. 45. Those dealing with the 
Revenue Act of 1921 are known as Regulations No. 62. 


Since we will be chiefly interested in the interpretation and application 
of the 1921 Revenue Act, it is suggested that you secure a copy of Regulations 
No. 62. In addition to these regulations, the Treasury Department has ren- 
dered various decisions with reference to questions which have arisen under 
the past, as well as the present Law. These decisions are binding as to the 
enforcement of the Law unless overruled by the federal courts. They are, 
therefore, very important in the interpretation and understanding of the 
Law. Various cases in connection with the application and enforcement of 
the various income tax laws have been decided by the federal courts and these 
decisions, of course, supersede the decisions and regulations of the Treasury 
Department. 

A copy of the Revenue Act of 1921 and Regulations No. 62, may be 


obtained from the Government Printing Office at Washington, D. eh or the 
oneews of Internal Revenue of your district. 
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THE INCOME TAX ON INDIVIDUALS* 


Income to be Reported. The gross income received 
from all sources must be reported with the exception of that 
which is exempt as explained hereinafter. In the case of income 
accrued prior to March 1, 1913, it need not be reported, since 
the Sixteenth Amendment to the Constitution, which granted 
Congress the right to tax incomes, did not become effective until 
February 25, 1913; and as a matter of convenience, March 1, 
I913, is taken as the date after which income is deemed taxable. 


Reporting on Cash or Accrual Basis. The individual 
may report his income on either a cash or accrual basis, which- 
ever he prefers; that is, if an individual has earned income in 
one year which is not payable until the following year, he may 
include it in the return of the year when earned, or he may wait 
and include it in the return of the year in which it is received. 
For instance, an individual who is making a return, upon the 
basis of the calendar year 1921, may have earned a salary of 
$300.00 for the month of December, 1921, but this may not be 
paid to him until sometime during the following month of 
January. In making his return for 1921, he may include this 
amount in his return for that year, or he may wait and include 
it in the return for the calendar year of 1922. However, he 
must follow a consistent policy and report all income on the 
same basis; that is, he cannot report part of his income on the 
accrual basis and part of it on the cash basis. He must also 
report his expenses on the same basis as his income. 


Bases of Computation. Approved standard methods of 
accounting will ordinarily be regarded as clearly reflecting 
income. A method of accounting will not, however, be regarded 
as clearly reflecting income unless all items of gross income and 
all deductions are treated with reasonable consistency. All 


*The Revenue Act of 1921 provides for two taxes on the incomes of 
individuals. The first known as the “normal tax’’ is a tax which applies at 
the same rate to every individual regardless of the amount of his income. 
The second known as the ‘‘surtax”’ is a tax imposed on the taxable income 
in excess of $5,000.00, with an increase in the income. In other words, the 
surtax applies the principle of progressive taxation. 


“Gross income’’as defined in the Revenue Act means all income which 
must be reported for the purpose of taxation. ‘‘Exempt income”’ is that 
income which is not subject to the tax and which need not be reported for 
the purpose of taxation. ‘‘Deductions from income’”’ include those items 
which can be deducted from the gross income in arriving at the net income. 
As indicated above, ‘‘net income” is the difference between gross income 
and the deductions from income. It is the amount which serves as a basis 
for the computation of the tax. 


After the net income is determined, there are certain items which can 
be subtracted from it for the purpose of the normal tax but not for the purpose 
of the surtax. These items are known as “‘credits.”’ It is important to see 
the distinction between a deduction from gross income and a credit; the chief 
distinction being that a deduction can be subtracted from gross income for 
the purpose of both the normal and surtax, while the credit is subtracted 
from the net income for the purpose of the normal tax only. 
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items of gross income shall be included in the gross income for 
the taxable year in which they are received by the taxpayer, 
and deductions taken accordingly, unless in order clearly to 
reflect income such amounts are to be properly accounted for 
as of a different period. For instance, in any case in which it 
is necessary to use an inventory, no accounting in regard to 
purchases and sales will correctly reflect income except an 
accrual method. A taxpayer is deemed to have received items 
of gross income which have been credited to or set apart for 
him without restriction. On the other hand, appreciation in 
value of property is not even an accrual of income to a taxpayer 
prior to the realization of such appreciation through sale or 
conversion of the property. 


Methods of Accounting. The Treasury Department 
recognizes that no uniform method of accounting can be pre- 
scribed for all taxpayers, and the Law contemplates that each 
taxpayer shall adopt such forms, and systems of accounting as 
are in his judgment best suited to his purpose. Each taxpayer is 
required by law to make a return of his true income. He must, 
therefore, maintain such accounting records as will enable him 
to do so. Among the essentials are the following: 


(1) In all cases in which the production, purchase, or sale 
of merchandise of any kind is an income-producing factor 
inventories of the merchandise on hand (including finished 
goods, work in process, raw materials, and supplies) should be 
taken at the beginning and end of the year and used in com- 
puting the net income of the year; 


(2) Expenditures made during the year should be properly 
classified as between capital and income, that is to say, that 
expenditures for items of plant, equipment, etc., which have a 
useful life extending substantially beyond the year should be 
Cuetec to a capital account and not to an expense account; 
an 


(3) In any case in which the cost of capital assets is being 
recovered through deductions for wear and tear, depletion, or 
obsolescence any expenditure (other than ordinary repairs) 
made to restore the property or prolong its useful life should 
be added to the property account or charged against the appro- 
priate reserve and not to current expenses. 


Gross Income. The term ‘gross income’”’ includes gains, 
profits, and income derived from salaries, wages, or compensa- 
tion for personal service of whatever kind and in whatever form 
paid, or from professions, vocations, trades, businesses, com- 
merce, or sales, or dealings in property, whether real or personal, 
growing out of the ownership or use of or interest in such prop- 
erty; also from interest, rent, dividends, securities, or the 
transaction of any business carried on for gain or profit, or 
gains or profits and income derived from any source whatever. 
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Compensation of All Kinds Included. All forms of 
compensation for personal services are income. This includes 
compensations of all kinds whether received by way of salaries, 
fees, wages, commission, percentage of profits, or by whatever 
other means. Marriage fees, baptismal offerings, sums for 
saying masses for the dead, etc., are taxable income. Salaries 
of federal officers and employes are taxable under the new Law. 

Salaries may be reported either on the accrual or cash 
basis; that is, they may be reported as of the year when earned 
or of the year when received. Compensation of an executor or 
trustee should be included in the return for the year when it was 
received although the services may have been entirely performed 
in other years. Where professional services are billed in one 
year and entered as income in the accounts, they must be re- 
ported as income in that year even though they are not collected 
until later. 


Allowances in Addition or in Lieu of Compensation. 
Where living quarters, board and lodging, rent, or expenses are 
allowed, in lieu of salary, they must be counted asincome. For 
instance, when government employes are given quarters in addi- 
tion to their salary, the estimated value of these quarters should 
be reported for income tax purposes. The same is true in the 
case of a minister who is provided a parsonage in which to live, 
in addition to his salary. Where an expense allowance is made 
to a traveling man, any excess over the allowance in the expense 
incurred, must be reported as income. 


Compensation Paid other than in Cash. If compensa- 
tion for services is paid in property, such compensation will be 
reported to the amount of the market value of the property at 
the time received. If premiums are paid by an employer on 
life, accident, or health insurance policies for the benefit of an 
employe, it is income to the latter. If compensation is received 
in the form of notes, it should be reported to the amount of the 
discounted value of the notes. 


Bonuses. Amounts received in the form of bonuses are 
income to the recipient if they are intended as a payment for 
services, but not if they are a gift. In some cases it is rather 
difficult to determine as to whether the amount is a gift or com- 
pensation for services. 

The Treasury Department has held that Christmas gifts 
are not taxable and since bonuses are frequently distributed at 
the end, of the year, it is sometimes difficult to tell as to whether 
or not they are intended as a gift or otherwise. It is probably 
safe to assume that in most cases, where a material amount is 
given to the employe at the end of the year, it is intended as an 
additional compensation for services rendered and should be 
treated as an expense by the employer and as taxable income 
to the recipient. 
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Pensions and Pension Funds. Pensions received from 
the United States Government, or from private individuals or 
firms, are taxable income, but the pensions received from a state 
or political subdivision thereof are exempt. If a retired worker 
receives a pension from a former employer, it is taxable income 
since it is additional payment for prior services. Deductions 
from salaries or wages made by the employer to pay compulsory 
or voluntary contributions for pensions, or for accident, life, and 
health insurance should be added to the amounts received as 
salaries when reporting income subject to the tax. 

Gratuities and Tips. Where a tip represents compensa- 
tion for services, it is income for the person receiving it notwith- 
standing that the amount is optional with the giver. This 
includes tips to waiters, bell-boys, Pullman porters and others 
who are customarily paid for their services in this way. Gra- 
tuities, not in the form of money, such as cigars, candy, or other 
presents, are not regarded as income, but as gifts only. 

Manufacturing or Trading Business. In the case of a 
manufacturing or trading business, gross income means the total 
sales less the customary deductions such as allowances, discounts, 
and credits given to purchasers. In addition, any special income 
from other sources should be added. Of course, the cost of the 
goods sold is subtracted from the gross sales in arriving at the 
gross profit on sales, but, under recent regulations, the cost of 
goods sold is treated asa deduction and, therefore, a discussion 
of the method of ascertaining the cost of the goods sold will be 
postponed until the discussion of deductions from gross income 
is considered. 

Long-Time Contracts. In the case of long-time contracts, 
the taxpayer may defer the reporting of both the income and 
expenses in connection therewith until the completion of the, 
contract, if he so desires. If he prefers, however, he may estimate 
the amount of the income earned and the amount of the ex- 
penses incurred at the end of the taxable year and make his 
return accordingly. If later it is found that an error has been 
made in the making of the estimate, it may be corrected by the 
filing of an amended return. To illustrate: If the taxpayer has 
entered into a contract continuing over a period of three years, 
he may not report any income or any expenses in connection 
with the contract until the end of the third year. Or, if he pre- 
fers, he may, at the end of the first taxable year after which he 
enters into such a contract, estimate the amount of income 
earned on the contract, also the amount of expenses incurred 
in earning this income and report on this basis. A good illus- 
tration of such a contract would be that of a building contractor 
to construct a building which it would take more than one year 
to complete. 

Installment Sales. In the case of installment sales, if the 
initial payment is twenty-five per cent. or more of the sales price, 
the entire profit of the sale is considered as earned in the year 
when the sale is made. If, however, less than twenty-five per 
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cent. of the sales price is collected at the time of the sale, the 
profit may be distributed over the life of the contract and be 
reported for tax purposes in the year in which the payments 
are made. For instance, if furniture which cost $400.00 is sold 
on July 1 for $500.00 with an agreement that it is to be paid 
for in twenty equal payments of $25.00 each, it will be assumed, 
since there is a total profit of $100.00, that $5.00 of profit will be 
received at the time of each payment. If, therefore, during the 
current year six payments are received, it will be assumed that 
$30.00 of taxable income has been received. The foregoing 
principles govern in reference to the sales both of chattels and 
of real estate. 


Real Estate Subdivisions. Where a tract of land is 
purchased and divided into lots for the purpose of resale, the 
cost of the land should be apportioned to the individual lots. 
Consequently, at the time of the sale of each lot the profit aris- 
ing therefrom is regarded as realized for income tax purposes. 


Income of Farmers. All income or profits derived from 
the sale of farm products is reported for tax purposes in the year 
when sold. The taxpayer may, however, make a return on the 
inventory basis if he so desires. To illustrate: 

A farmer who reports on a basis of the calendar year may 
take an inventory of all the farm products which he has on 
hand December 31, including those produced during the year, 
and report the value of these for the current year. He may, 
however, if he so desires, disregard the farm products produced 
during the year until they are sold and then report them as in- 
come for that year. If farm animals are sold, the excess of sales 
price over cost is taxable income. If farm products are bar- 
tered for merchandise, the market price of the merchandise 
should be reported as income. When shares of the crop are 
received as rent, this should be reported as income when reduced 
to cash. When stock is purchased for resale, the difference be- 
tween the sales price and the cost is subject to the tax. A 
farmer need not include in his gross income the value of the 
rent of the farm house occupied by his family or farm products 
consumed by his family. 

A person operating a farm for pleasure, which involves a 
continual loss, is not regarded as a farmer, and is not permitted 
to deduct such loss from his gross income. Consequently, if 
such a taxpayer should, in certain years, have an income in 
excess of the expenses, only the excess should be reported as 
gross income since the expenses are not permitted as deductions. 


Sale of Real Estate. If real estate purchased since March 
I, 1913 is sold, the excess of its sales price over its cost is re- 
portable as gross income. If purchased prior to March 1, 1913, 
the excess of the sales price over its fair market value on March 
I, 1913 is subject to the tax. The cost will include, in addition 
to the original purchase price, all expenses incurred in connection 
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with its purchase, such as commission fees, charges for the con- 
verting of the title, and similar outlays. It also includes ex- 
penses incurred in connection with the holding of the property, 
such as interest charges, taxes, etc., if the property is not used 
for the purpose of earning an income. For instance, a real estate 
company may purchase a subdivision near a city and hold it 
five years before opening it for sale. The carrying charges dur- 
ing the five years may be considered as an addition to cost. The 
cost will also include any amounts spent for improvements on 
the property. If the property was purchased prior to March 1, 
1913, the return must state how the market value on that date 
is determined. Where there is an established market value, as 
stocks traded in on the exchange, the quoted value is the fair 
value. In the case of merchandise, machinery, or other property 
which does not have a public market price, any relevant evidence 
may be considered, such as the opinion of experts, prices asked 
or offered for similar property at the time, or other facts. In 
every case this is a question of facts to be established by the 
taxpayer. The estimated value should not include any pros- 
pective or speculative profits, but should represent the price at 
which the property could have been sold under all conditions 
then existent. 


Property Exchanged. When property is exchanged for 
other property, no gain or loss results from the transaction in 
any event unless the property received in exchange has a readily 
realizable market value. (The 1918 Act read “fair market 
value, if any.’’) If the property received has a readily reali- 
zable value, such value must be treated as the price received 
for the property originally held to determine profits or losses 
upon the exchange, and the same amount is the cost of the new 
property to be used in connection with a later sale. If there is 
no readily realizable value, there is no closed transaction and 
the cost of the original property must be treated as the cost of 
the property acquired, in which case, when the property is sold, 
the original cost of the property exchanged for it should be 
deducted from the sales price in order to determine the gain 
subject to tax. Section 202 provides that, in certain cases, no 
gain or loss results from an exchange even though the property 
received in exchange has a readily realizable value. These in- 
clude exchanges of property held ‘‘for investment,’’ or for pro- 
ductive use in a trade or business, for property of a like kind or 
use, and exchanges of stock or securities for stock or securities 
in connection with reorganizations and transfers of property to 
a corporation by a person, and in the case of two or more per- 
sons, transfers of property to a corporation for stock and secur- 
ities in substantially the same proportion as their interest in the 
property before the transfer, all contingent on ‘‘control,’”’ imme- 
diately after the completion of the transaction. 


Sale of Property Acquired by Gift. When property 
acquired by gift is sold, if acquired previous to December 31, 


*\ 
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1920, and after February 28, 1913, the cost of such property 
will be its fair market price at the time of acquisition. If ac- 
quired before February 28, 1913, the basis for ascertaining the 
gain or loss shall be to fair market price or value as of March 1, 
1913. If acquired after December 31, 1920, the basis for deter- 
mining the gain or loss shall be the same as that which it would 
have been in the hands of the donor or the last preceding owner 
by whom it was not acquired by gift. 


The Sale of Stocks. When a number of shares of stock 
are held by the taxpayer which he has purchased at different 
times and prices, he should, if possible, at the time of sale, 
determine the original cost price of the stock sold. This, of 
course, can be done only if it is possible for him to determine 
when the particular share sold was purchased. If it is impossible 
for him to do this, it will be assumed that the first shares sold 
were the first shares purchased and the profit subject to the tax 
will be the difference between the cost and selling price thereof. 
If stock is received as a bonus when other stock or bonds are 
purchased, if possible, the cost should be allocated between the 
bonus stock and the stock or the bonds purchased. If it is 
impossible to make this allocation, no income will be reported 
until both the stock or bonds purchased and the stock or bonds 
received as a bonus are sold. At the time of sale, the difference 
between the total sales price and the original cost will be reported 
as income. When stock rights are received by stockholders, 
the value thereof need not be reported for taxation purposes 
until sold, in which case, the entire sales price is taxable. 


Sale of Patents and Copyrights. When patents and 
copyrights are sold, the difference between the cost and the sell- 
ing price constitutes income subject to the tax. If the patent 
or copyright was obtained prior to March 1, 1913, the profit 
subject to the tax is the difference between the market price of 
the patent or copyright on March 1, 1913 and the selling price. 
This is in accordance with the method of determining profit 
derived from the sale of any property owned prior to March 1, 
1913. If in previous returns depreciation has been claimed on 
patents and copyrights, this depreciation must be subtracted 
from the original cost in determining the profit subject to tax 
at the time of sale. To illustrate: If a patent is purchased for 
$1,000.00 on January I, 1916, and $100.00 is claimed as depre- 
ciation on the patent each year, and the patent is sold on January 
I, 1921 for $800.00, the profit subject to the tax is the difference 
between $50000, the book value of the patent, and the selling 
price. ; 


Sale of Good Will. Good will is not considered in deter- 
mining income subject to tax unless it is sold, in which case, the 
difference between its cost and selling price constitutes income 
subject to the tax. Since good will is not considered subject to 
depreciation or appreciation in determining income subject to 
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tax, the profit at the time of sale is always the difference between 
its original cost and the selling price. 

Rents. Income from rents may be reported like other 
income, on either a cash or accrual basis. Income from this 
source must be reported whether it is paid in cash or other prop- 
erty. Farmers, for instance, may receive a part of the crops 
produced on the land as rent and this must be reported as income, 
although they are permitted to defer reporting it until it is 
reduced to cash, if they so desire. 

If tenants construct buildings or improvements upon leased 
property, the title to which goes to the owner of, the property 
at the termination of the lease, the value of such Improvements 
must be reported as income by the owner. Interest and taxes 
paid by a tenant on behalf of the landlord are income for the 
landlord when paid and also may be deducted by the landlord 
as payment by him. Ordinarily, repairs made by the tenant 
are not income by the landlord, but expenses by the tenant. 
The value of the use of property by the owner need not be 
counted as income by the owner nor may it be deducted as rent 
paid. 

Interest. Interest on obligations of every kind accrued 
since March I, 1913, except that as stated under ‘exempt 
income,” is taxable. Such interest must be reported when it 
becomes subject to the demands of the owner whether or not 
it is reduced to his possession. For instance, interest on bank 
deposits must be reported as income when they are credited to 
the account of the depositor although he may not withdraw 
them at that time. Interest accrued on bonds prior to their 
purchase need not be reported by the purchaser. For instance, 
if a bond bearing six per cent. interest and with a par value of 
¢100.00 is purchased for $103.00, and six months later the 
purchaser collects $6.00 in interest, he need report only $3.00 
as income, the remaining $3.00 being considered as a return 
of part of the purchase price. 

Bond Premium and Discount. When bonds are pur- 
chased at a premium or discount, this premium or discount 
need not be reported in entirety in the year when purchased, 
but may be amortized over the life of the bond. If a city pur- 
chases a public utility and assumes the bonds, the interest on 
such bonds is subject to the tax. If the city had issued the bonds 
originally, the interest would be exempt, but since the purchaser 
of the bonds at the time of their purchase anticipated a payment 
of the tax, its payment is not waived because the city later 
assumes the payment of the bonds. Similarly, the income from 
corporations, which are themselves exempt, is not necessarily 
exempt to the recipient. 

Income from Fiduciaries. Income received from fidu- 
Ciaries may or may not be exempt, depending on its source. In 
other words, it is necessary to determine from what source the 
fiduciary received the income before determining whether or not 
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it is taxable in the hands of the one who receives it from the fidu- 
ciary. 


Partnership Income. A partnership, unlike a corpora- 
tion, has no legal existence aside from the members who compose 
it, and, therefore, the income which it receives belongs imme- 
diately to the partners with no declaration of dividend, just as 
if it was received directly by them. The income of the partner- 
ship for the calendar year or fiscal year must be shown on a 
partnership return and the amount belonging to each partner 
indicated on the return.* 


Individuals carrying on business in partnership are liable 
for income tax only in their individual capacity. There must 
be included in computing the net income of each partner his 
distributive share of the net income of the partnership for the 
taxable year, whether distributed or not, or, if his net income for 
such taxable year is computed upon the basis of a period different 
from that upon the basis of which the net income of the partner- 
ship is computed, then his distributive share of the net income 
of the partnership for any accounting period of the partnership 
ending within the fiscal or calendar year upon the basis of which 
the partner’s net income is computed. The net income of the 
partnership shall be computed in the same manner and on the 
same basis as that of an individual except that the deduction 
for charitable contributions is not allowed. 


Any citizen or resident, who is a member of a partnership, 
shall be credited with his proportionate share of any income, 
war profits or excess profits taxes of the partnership paid during 
the taxable year to a foreign country or to any possession of 
the United States as the case may be. 


The term ‘‘individual beneficiary’? may include a partner- 
ship beneficiary. Accordingly, a partnership is not required to 
include in gross income the proceeds of life insurance policies 
paid to it upon the death of the insured. Every partnership 
must make a return showing the gross income, the deductions 
allowed by law and the net income; also the distributive interest 
of each partner in the partnership profits, whether such profits 
have been distributed or not, with the names and addresses of 
the persons who would be entitled to such profits if distributed. 
The return may be sworn to by any one partner. 


Partnership Contributions. The partnership itself shall 
not be subject to either the excess profits or the income tax. In 
computing the net income of the partnership, no deductions shall 
be made for contributions or gifts made by the partnership. The 
partners shall take credit in their individual returns of their 
proportionate share of any such contributions or gifts so made 
by the partnership, not to exceed fifteen per cent. of the individ- 
ual’s net income. 


*No tax is assessable on this return. Shares or net profit or loss should 
be reported on “Individual Returns,’”’ Form 1040 or 1040A. 
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Dividends. Dividends must be included in gross income. 
The Revenue Act of I921 defines a ‘‘dividend” as follows: 
“That the term ‘dividend,’ when used in this title, except in 
paragraph ten, subdivision A, Sec. 234, and paragraph four, 
subdivision A, Sec. 245, means any distribution made by any 
corporation to its shareholders or members, whether in cash or 
other property, out of its earnings or profits accumulated since 
February 28, 1913, except a distribution made by a personal 
service corporation, out of earnings or profits accumulated 
since December 31, 1917, and prior to January I, 1922. 


Miscellaneous Types of Dividends. Dividends received 
from private banks organized as corporations are subject to the 
tax. Dividends from paid-up insurance policies are treated the 
same as other dividends from corporations. Taxes paid by a 
bank on its stock for the owners of the stock are considered as a 
dividend to the owners. Dividends paid from surplus created 
by the appreciation of assets are not considered as taxable, 


How Taxed. Dividends received by an individual from a 
corporation, the income of which is subject to the corporation 
income tax, are subject to the surtax, but are not subject to the 
normal tax. However, they must be included in gross income 
and then taken as a credit in determining the amount subject 
to the normal tax. 


Stock Dividends. In the case of Towne vs. Eisner, it was 
held by the U. S. Supreme Court that stock dividends were not 
taxed under the Revenue Act of 1913, which did not expressly 
refer to them, and Macomber vs. Eisner recently decided by the 
Supreme Court, held that they are not taxable under the Revenue 
Act of 1916, although it expressly so provided. 

Under the 1921 Act, a stock dividend is not subject to tax, 
unless the corporation proceeds to cancel or redonate its stock 
in such manner as to make the distribution essentially equiva- 
lent to the distribution of a taxable dividend, in which case, the 
amount received shall be treated as a taxable dividend to the 
extent of the earnings or profits accumulated after February 28, 


1913. 


Sources of Dividend as to Year. Under the new Law, 
dividends are presumed to be from profits as long as any profits 
exist. In other words, a corporation cannot declare a dividend 
and specify that it is a liquidating dividend and thereby exempt 
from the income tax so long as there are any profits from which 
dividends might be declared. It is also presumed that any 
dividend declared is from profits earned since February 28, 1913, 
until all such profits have been distributed. As may readily 
be surmised, the purpose of this is to prevent the declaration 
of dividends by corporations which had a surplus accumulated 
prior to February 28, 1913, and making them exempt from the 
tax by stating that these dividends are from profits earned 
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prior to the passing of the Sixteenth Amendment. Under the 
new Law, the dividends are taxable at the rate of tax of the year 
when paid regardless of the year in which the profits were 
earned. 


Liquidating Dividend. As stated previously, a dividend 
can be considered as a liquidating dividend only when all profits 
of the corporation have been distributed. When liquidating 
dividends are made, if they are in amount greater than the 
original cost of the interest of the stockholder in the corpora- 
tion, this excess is considered as a profit subject to the tax. To 
illustrate: If Brown buys Io shares of stock for $1,000.00 in 
the X corporation, and later this corporation dissolves and pays 
Brown $1,200.00 for his interest, the $200.00 excess is taxable. 


Dividend from Depletion Reserve. In a case of a cor- 
poration which has a depletion reserve, a dividend can be paid 
and charged to this reserve only when the surplus and other 
reserves of the corporation have been exhausted. Such a divi- 
dend, when paid, is not considered subject to the tax unless it 
is in excess of the cost of the stock which the recipient holds in 
the company. 


Special Source of Income. Income may be received 
from many different sources, and in the main, income received 
from any source whatever, except those stated under exempt 
income, is subject to the tax. 


Royalties from mines, patents, franchises, etc., are income 
subject to the tax; also any profit derived from the sale of royal- 
ties, patents, and copyrights. If a debt is charged off as bad 
and is later collected, it must be reported as income in the year 
when collected. Where property is lost by shipwreck, fire, or 

*other casualty, or taken by right of eminent domain and more 
is received in compensation therefor than the property cost, 
the excess must be reported as income. In case property is 
taken over by the government for any purpose and the amount 
paid by the government for the property is greater than the 
cost of replacement, the excess must be reported as income. 
If, however, it is desirable for any good reason that the replace- 
ment of the property is postponed, a replacement fund may be 
created temporarily and no income reported until the property 
is later replaced. 

If an individual is released from a debt which he owes to 
another in return for services performed by the debtor, it is 
regarded as income for the latter. If, however, the release is 
granted merely as a benefit to the debtor, it is regarded as a gift 
and not income subject to the tax. If a stockholder releases a 
corporation from a debt due from it to him, it is regarded as a 
capital contribution to the corporation and, therefore, is not 
subject to tax in the hands of the corporation and cannot be 
treated as a deduction by the stockholder. If a corporation 
releases a stockholder from a debt due by him to it, it is regarded 
as a dividend and must be reported by the stockholder as such. 


os 
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Income Exempt from Taxation 


Life Insurance. Any amount received by the insured as 
a return of premiums paid by him on life insurance, endowment, 
or annuity contracts, either during the term of insurance. at 
maturity, or upon the surrender of the policy can be subtracted 
from the proceeds of the policy in arriving at the amount sub- 
ject to taxation. To illustrate: If an individual receives $5,000.00 
at the maturity of an endowment policy and he has paid 
$4,000.00 in premiums on this policy, he would report for taxa- 
tion only the difference between the premiums paid and the 
amount received, or $1,000.00. 

The proceeds of insurance policies paid upon the death of 
the insured are excluded from gross income in all cases under 
the 1921 Act, while under the 1918 Act, the exclusion of such 
proceeds applied to individual beneficiaries and to the estate 
of the insured only. 


Income from State and Municipal Offices. Gross 
income does not include interest on bonds or other obligations 
of a state or political subdivisions of a state. The term ‘“‘political 
subdivision’”’ includes any special assessment district or division 
created by the proper authority of a state acting within its 
constitutional powers for the purpose of carrying out some pub- 
lic work. This includes drainage districts, school districts, 
highway districts, etc. 


Interest on Obligations of the United States. The 
Law exempts interest on the obligations of the United States 
issued before September 1, 1917, and on those issued after that 
date, if and to the extent, provided in the act authorizing their 
issue. United States bonds of the first Liberty Loan and all 
prior issues are wholly tax exempt. All subsequent issues of Liberty 
bonds are wholly exempt as to the normal tax on income of indi- 
viduals. In addition, the income on an amount not exceeding 
$5,000.00 held by any individual, partnership, association, or 
corporation in exempt from the surtax on individuals and the 
income tax on corporations. There are also additional 
provisions by which larger amounts may be held exempt from 
all tax if they are properly distributed among the various 
issues. Reference should be made to the detail regulations 
which are given in the Treasury Regulations in order to deter- 
mine as to whether the income from Liberty bonds is exempt 
in filing returns for individuals whose income is in excess of 
$5,000.00, and who hold over $5,000.00 of these obligations of 
the United States. 


Health and Accident Insurance. The Law pre- 
scribes that amounts received through accident or health insur- 
ance, or under workmen’s compensation acts as compensation 
for personal injury or sickness, are exempt. The same is true 
with reference to the amount of any damages received whether 
by suit or agreement on account of such injuries or sickness. 
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Salaries of U. S. Soldiers and Sailors. Gross income 
does not include so much of the salary and compensation received 
during the war for active service in the military or naval forces 
of the United States as does not exceed $3,500.00. Com- 
pensation of persons in the Army and Navy in excess of $3,500.00 
is subject to tax as also is income received by such persons from 
sources other than from the Government. To illustrate: Cap- 
tain John Brown may receive $2,400.00 salary during the year 
1919. In addition he may have an income of $4,000.00 from 
property owned. The $2,400.00 is exempt, but the $4,000.00 
must be reported. 


Salaries of State and Municipal Employes. Salaries 
of all officers and employes, whether elected or appointed, of 
any state or territory or any political subdivision thereof, are 
held to be exempt under the new Law. Although the Law does 
not specifically mention the income of such classes as being 
exempt, the Commissioner of Internal Revenue has so ruled, 
and their income need not be reported in so far as it may be 
derived from such sources. This includes the salaries of all 
municipal employes and all teachers receiving their salaries 
from public funds. It does not exempt the salaries of teachers 
in private schools. The income of such employes received from 
other sources is, of course, subject to the tax. 


Alimony. Any amount received as alimony or as an 
allowance under a decree of court or separation agreement, need 
not be included in gross income of the recipient, nor may it be 
deducted by the person who pays it. 


Federal Farm Loan Act Securities. The Federal Farm 
Loan Act as well as the income tax law provides that the securi- 
ties issued under the former act shall be exempt from income 
taxation. The same is true of dividends received from Federal 
Reserve Bank Stock. This exemption applies only to dividends 
on stock of Federal Reserve Banks, and not to dividends on 
stock of member banks. 


Bonds of the War Finance Corporation. Interest on 
bonds issued by the War Finance Corporation is exempt, if and 
to the extent, provided in the respective acts authorizing the 
issue thereof. 


Nonresident Aliens. In the case of nonresident aliens 
only the income received from sources within the United States 
is taxable. In the case of resident aliens, however, all income 
from whatever source derived is taxable by this Government. 
A nonresident alien is an alien living elsewhere than the United 
States or an alien living temporarily in the United States. If 
the alien manifests his intention to remain here permanently, 
he becomes a resident alien and is taxed the same as a citizen. 
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INCOME TAX QUESTIONS AND PROBLEMS 


1. Distinguish between gross and net income under the 
Revenue Act. 


2. (a) What is a calendar year? (b) A fiscal year? 


3. (a) What is meant by the ‘‘cash method” of reporting 
income? (b) ‘Accrual method?” 


4. Is the income of interest on Liberty bond issues taxable 
under the present Law? If so, to what extent? Inst. Ex. 


5. (a) Under the federal income tax laws, how are the 
profits determined in an exchange of real estate for stock of 
a corporation? In the sale of stocks or bonds or other property? 
In the exchange of one stock for another stock? 


(b) A purchased a plot of vacant land in 1903 for $5,000.00. 

He now sold it, still vacant, for $7,500.00. How should this 
transaction be treated by A in preparing his income tax return? 
Inst. Ex. 


6. A sells B, for $50,000.00, certain property which A 
purchased in 1914 for $30,000.00 and B agrees to pay A. in 
addition to the purchase price, the income taxes which A may 
be required to pay on the profit of $20,000.00. 


Does the payment of such taxes to A amount to income 
to A which he will be required to report as taxable income? 
CuPvAl Ex 


7. A, being the owner of 100 shares of the capital stock 
of the X company, which he purchased in 1914 for $10,000.00, 
exchanges them for a plot of real estate in the city of 
New York. Is this transaction to be considered for income tax 
purposes, and if so, what further data would you need to de- 
termine whether or not it would affect the income tax return of 
the individual in question, and why? Inst. Ex. 


8. A man purchased in the year 1912, 100 shares of stock 
in a local manufacturing corporation at cost of $100.00 per share. 
On March 1, 1913, the market value of the stock amounted to 
$150.00 per share. In the year 1917, its market value amounted 
to $500.00 per share and he donated the stock to his wife. There 
has been no change in market value and the wife sells the stock 
during the current year, for $500.00 per share, which constitutes 
* all her income. 


(a) What was the income tax of the wife? 


(b) If the stock were donated to the wife after December 31, 
1920, what effect would it have on the income tax of the wife? 
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FEDERAL INCOME TAXES 
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Deductions from Gross Income. After the gross in- 
come has been determined, certain deductions from gross in- 
come are allowed in computing net income. The income tax 
is on the net income and not the gross income. The net income 
is determined by subtracting the allowable deductions from 
the gross income. Under the Law, the following items are con- 
sidered allowable deductions from gross income: 


Business expenses. 
Taxes. 

Interest. 

Losses. 

Bad debts. 

Depreciation. 
Amortization. 

Depletion. 

Charitable contributions. 


ae Se ee 


= 


General Business Expenses. For the purpose of the in- 
come tax it is very necessary to make a clear distinction between 
business expenses and personal expenses. Business expenses are 
expenses incurred in connection with carrying on a business by an 
individual and are deductible in determining the income subject 
to the tax. Personal expenses are the personal expenses of the 
individual or his family and are not deductible in determining 
net income. 


In reporting his business expenses the individual may re- 
port them on either the cash or accrual basis. However, his 
expenses, must be reported on the same basis as his income. If 
he elects to report his income on the cash basis he must report 
his expenses accordingly, and vice versa. 


Expenses incurred in earning exempt income are not de- 
ductible. For instance, expenses incurred in connection with 
the purchase of municipal bonds or the collection of interest 
on municipal bonds would not be deductible since the interest 
from the bonds is exempt from taxation. 


The cost of repairs incurred in the maintenance of property 
or equipment used in carrying on the business is deductible, 
but the cost of repairs in connection with the home in which 
the individual lives or the equipment in the home or of prop- 
erty, such as automobiles used for private purposes, is not de- 
ductible. 
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An individual engaged in the rendering of professional 
services, such as a physician or lawyer, may deduct the cost of 
all supplies necessary for the carrying on of his professional 
work and of all expenses incurred in the operations thereof. 


Compensation for personal services may be deducted if 
paid to others than the taxpayer himself or to a minor child of 
the taxpayer. In case of a corporation, compensation paid to 
the taxpayer himself may, of course, be deducted. In the case 
of a business organized other than as a corporation, the claiming 
as a deduction of compensation paid to the taxpayer would 
serve no purpose, since if he claimed it as an expense of the 
business he would have to report it as an income to himself and 
the net result would be the same. 


Bonuses paid to employes as compensation for services 
may be treated as a deduction. If, however, the bonus is made 
merely as a gift to the employe, it is not regarded as an expense 
and may not be treated as a deduction. No doubt, bonuses are 
always given in return for services rendered; therefore, they 
should always be deducted. 


Compensations paid to individuals for injuries received in 
the business or to dependents of such individuals are deduct- 
ible. Contributions to pension funds which are held by the 
business for the benefit of employes are not deductible. 


Payments for rent may be deducted regardless of the form 
in which paid. Where a leasehold is purchased, the cost of the 
leasehold should be allocated over its life and not claimed as a 
deduction of the year purchased. Taxes paid by the tenant for 
the landlord are regarded as additional rent. The cost of erect- 
ing buildings on leased property which are to go to the landlord 
at the termination of the lease may be allocated over the life 
of the lease. 


A farmer may deduct all expenses incurred in connection 
with the production and disposition of all products produced 
on the farm. This includes the cost of labor used in connection 
with the production of crops or live stock, the cost of seed, 
fertilizer, and the original cost plus the cost of feed of stock 
purchased for resale. Repairs to farm buildings, fences, and farm 
machinery may be treated as an expense, but repairs on the fam- 
ily dwelling may not be so treated. Reasonable depreciation 
on all property and equipment other than the family dwelling 
may be treated as a deduction. 


Miscellaneous Business Expenses. It has been pre- 
viously stated that it is impossible to give all the miscellaneous 
sources of income which are subject to the tax. In the same 
manner it is impossible to name all the individual items of busi- 
ness expense which may be deducted. For purposes of illustra- 
ep nee a number of miscellaneous items will be men- 
tioned. 
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The expenses of advertising may be deductedfby a mer- 
chant. Wages, heat, light, water, telephone, and entertainment 
of out-of-town guests may also be deducted by a merchant. A 
taxpayer cannot deduct wages paid to his minor child. This is 
based on the theory that he is entitled to the services of such 
child without compensation and any compensation paid is 
merely a gift or gratuity to the child. Asa general rule, the cost 
of clothing cannot be deducted, but actors may deduct the cost 
of clothing used for stage purposes only. The wages of personal 
servants cannot be deducted, since these are regarded as per- 
sonal expenses. The cost of maintaining an auto for personal 
use cannot be deducted, but if the auto is used for business 
purposes, such expenses can be deducted. Car fare incurred 
in traveling to and from one’s place of business is regarded as a 
personal expense and cannot be deducted. Dues paid to social 
clubs cannot be deducted, but dues of commercial or profes- 
sional clubs may be deducted as an expense. The cost of tech- 
nical magazines relating to the taxpayer’s profession may be 
deducted, but the cost of literary magazines cannot be deducted. 


Depreciation may be claimed on books purchased for the 
taxpayer’s library. Premiums paid on a fidelity bond is con- 
sidered a business expense. Traveling expenses (including the 
entire amount expended for meals and lodging) while away from 
home in the pursuit of a trade or business, are deductible from 
gross income in computing net income. Insurance on business 
property may be deducted, but insurance paid on the home in 
which the taxpayer lives is not deductible. The premiums on 
life insurance or personal insurance of any kind is not deductible. 
Lobbying expenses and campaign contributions are not re- 
garded as deductible expenses. 


Distinction between Business Expense and Capital 
Outlay. It is sometimes quite difficult to determine when an 
expenditure should be considered as an expense and when it 
should be considered as a capital investment. A few illustra- 
tions will be given to serve as a guide. The expenses incurred 
in the organization of a corporation cannot be treated as an 
expense, but are considered as capital expenditures. Assess- 
ments on capital stock are not regarded as an expense to the 
stockholder, but as an additional investment. Expenses such 
as insurance, the benefit of which may be derived for a period 
of years, should not be treated as an expense at the time of its 
occurrence, but should be spread over the period which is to be 
benefited. Maintenance expense and repairs are deductible, 
but betterments to property are not. The defending and pro- 
tecting of title is considered as a capital charge and not as a 
business expense. Architect fees in connection with the con- 
struction of a building is considered as part of its cost and not 
as an expense. The cost of copyrights and patents are not de- 
ductible, although depreciation may be claimed in connection 
therewith. 
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Interest. The Revenue Act of 1921 says ‘‘All interest 
paid or accrued within the taxable year on indebtedness, except 
on indebtedness incurred to purchase securities, the income upon 
which is exempt, may be deducted.”’ It will be noticed that the 
Law says “‘all’”’ interest, therefore, interest on both personal and 
business indebtedness may be deducted. This seems rather 
illogical, but nevertheless it is permissible under the Law. At one 
time the Commissioner of Internal Revenue ruled that the Law 
referred only to interest paid on the indebtedness of the taxpayer 
incurred in the conduct of his business. This decision, however, 
was later overruled and at the present time interest on both per- 
sonal indebtedness and business indebtedness can be deducted. 
It will be noticed that interest on indebtedness incurred to pur- 


chase securities, the income of which is exempt, is not deduct- 
ible. 


Interest paid or accrued on indebtedness incurred or con- 
tinued to purchase or carry wholly tax-free obligations of the 
United States issued after September 24, 1917, and originally 
subscribed for by the taxpayer, is a deductible expense, but in 
case of interest paid or accrued on indebtedness incurred or 
continued to purchase any other wholly tax-free securities, such 
interest is not a deductibleexpense. Interest on money borrowed 
to purchase municipal or state bonds is not deductible. Interest 
on capital of the taxpayer invested in the business is not de- 
ductible. Interest, like other expenses, may be reported on 
either the cash or accrual basis, but, of course, the method 
employed must be the same for all expenses. A nonresident 
alien can deduct only the interest paid on indebtedness which 
has been incurred in order to earn income which is taxable in 
the United States. 


Taxes. Individuals may deduct all taxes paid or accrued 
except income taxes levied by the United States and assessments 
levied for local benefits. Examples of the latter kind are assess- 
ments paid by the property owner for the paving or extension 
of streets in a city, or by the landowner for irrigation or drainage 
in agricultural districts. These assessments are not regarded as 
a deductible expense because they are supposed to increase the 
value of the property to the extent imposed. 


Inheritance taxes are not deductible, for they are charged 
against the corpus or body of the estate and not against its 
income. Taxes paid on property used as a home may be treated 
as a deduction. It will be noticed that though insurance on a 
home or rent paid for a home are not deductible, that the taxes 
paid on a home or interest paid on indebtedness, incurred in 
order to purchase a home, are deductible. Although this seems 
somewhat inconsistent, it has been the holding of the Treasury 
Department since the passage of the first income tax law, there- 
fore, there is little chance of its being changed. In case of custom 
duties, such as duties imposed by the tariff, they are deductible 


INCOME TAX ON INDIVIDUALS 201 


if paid on goods for resale by a business, but are not deductible 
if incurred upon personal property. 


The deductible taxes include the taxes on railroad tickets, 
theatre tickets, soda water, toilet articles and all ‘‘war’’ taxes, 
but the inconvenience of keeping a record of such taxes paid is 
probably sufficient to deter mést people from taking advantage 
of the right to deduct them. 


Business Losses. The Law provides that not only losses 
incurred in the trade or business, but also all losses sustained 
during the taxable year and not compensated for by insurance 
or otherwise, if incurred in any transaction entered into for profit, 
though not connected with trade or business, may be treated asa 
deduction. Likewise, losses sustained during the taxable year of 
property not connected with the trade or business arising from 
fires, storms, shipwreck, or other casualty, or from theft, and if 
not compensated for by insurance or otherwise, are deductible. 


If personal property such as jewelry, automobiles, etc., are 
stolen or destroyed by fire or other elements, their value may be 
deducted. Thefts of merchandise are not treated as a deduction 
since the loss, thus incurred will be taken care of when the in- 
ventory is taken. If a loss is covered by insurance, the amount 
of the insurance received will be reported as income. In cases 
of losses incurred through accidents, they are deductible if 
incurred in the scope of the business, otherwise not. 


It has been held that where an old building is removed in 
order that it may be replaced by a new one, the cost of removal 
is a capital charge and cannot be treated as an expense. Like- 
wise, in case of loss by destruction of buildings pursuant to 
orders of government authority because of their unsafe or un- 
sanitary condition, no deduction is permitted. 


To illustrate a deductible loss, assume that a man buys 
half of the stock of a corporation whose business is to operate 
a moving picture show. The assets of the corporation consist 
of a lease for two years of premises in which the moving picture 
show is operated. He pays $900.00 for the half interest. The 
earnings average $100.00 per month for two years, a total of 
$2,400.00. The stock then becomes worthless. In making a 
return of income, A may deduct $900.00 paid for the stock as a 
loss. The stock is regarded as a loss, but if A had received bonds 
instead of stock, the $900.00 deduction would have been as a 
bad debt. 


In further illustration, assume that A is regularly engaged 
in the business of buying oil leases and in the producing and 
marketing of oil. During the year 1921, he suffered business 
losses to the amount of $5,000.00, due to the drilling of dry holes, 
etc. During the same year, he received from oil corporations 
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as dividends the sum of $10,000.00. The losses sustained, due to 
the drilling of dry holes, may be deducted from the amount 
received as dividends. In this case, the deduction serves to 
reduce the surtax, dividends not being subject to any normal tax. 


Bad Debts. The Law provides that “debts ascertained 
to be worthless and charged off during the year or, at the dis- 
cretion of the Commissioner, a reasonable addition to a reserve 
for bad debts, may be deducted.’’ Under the 1918 Act only 
the debts ascertained to be worthless and actually charged off 
within the taxable year might be deducted. From the view- 
point of good accounting, it is desirable that the estimated loss 
on account of bad debts, based on the experience of past years, 
be placed on the books at the end of each fiscal period, and as 
provided in the 1921 Act, the amount of the loss placed on the 
books may be treated as a deduction. 


There has been some confusion as to when a debt is ascer- 
tained to be worthless. The Treasury Department has ruled 
that in order to comply with this provision it must be ascertained 
without reasonable doubt that it is bad; however, the Depart- 
ment has held that in the case of a bankrupt corporation which 
has some assets, debts which it may owe cannot be regarded as 
ascertained to be worthless until the trustee in bankruptcy has 
wound up the estate and has been discharged by the court. In 
the case of a debt which has arisen from income due, it cannot 
be treated as a deduction when ascertained to be bad unless » 
the income which it represents was reported at the time it 
accrued. For instance, if interest is due on money loaned and 
later it is found that the amount of the interest is uncollectible, 
it cannot be treated as a deduction unless it has been previously 
reported as income. In case of a dispute as to the amount due, 
if a compromise is made and a less amount is accepted in pay- 
ment than was first claimed, the difference cannot be treated 
as a deduction; however, if there is no dispute as to the amount 
of the debt, and if the smaller amount is accepted in order to 
obtain immediate payment, the difference may be treated as a 
deduction. 


If the endorser of a note has to pay it on the default of the 
payor its amount may be treated as a deduction. In case of a 
foreclosure of a mortgage held by a taxpayer, the difference be- 
tween the amount received as a result of the foreclosure and the 
amount due on the mortgage may be treated as a deduction, 
if the property is not purchased by the mortgagee. In the latter 
case, no deduction can be made until the property is finally 
disposed of and the loss incurred actually ascertained. 


Depreciation, Obsolescence and Amortization. The 
Law provides that a reasonable allowance for exhaustion, wear 
and tear of property arising out of its employment in business 
or trade, may be treated as a deduction. No depreciation is 
allowed, however, upon the property used as a residence either 
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in city or country. When the full value of the property has 
been deducted by means of depreciation, no further allowance 
is permitted. For instance, if the taxpayer estimates that 
an asset which cost $800.00 will last for ten years and claims as 
a deduction $80.00 each year, but finds that at the end of the 
ten years the asset has still a value of $200.00, he is not permitted 
to claim any further deduction after the tenth year. 


No allowance for depreciation is permissible upon items 
of personal property. For instance, depreciation cannot be 
claimed upon an automobile used only for personal purposes. 
Neither depreciation nor appreciation of land is considered. In 
case of renewals or replacements, which do not appreciably 
lengthen the life of the property and which are charged against 
depreciation reserves, no deduction can be claimed. In order 
that depreciation may be claimed as a deduction, it must be 
entered upon the books. It was formerly held it must be credited 
to the asset to which it related, but later rulings permit it to be 
expressed in a reserve account. The latter method is, of course, 
the one approved by good accounting practice and should be 
followed in every case. 


At one time the Treasury Department held that the amount 
of the depreciation reserve must be set aside as a special fund 
and could not be used in the conduct of the business, but this 
has also been reversed and now the amount of the depreciation 
reserve can be represented by the general assets of the business 
and need not be shown separately. This is, of course, in accord 
with sound accounting practice. No depreciation on good 
will is permissible. The Law of 1921 provides that a reasonable 
allowance for obsolescence may be considered in the calculation 
of depreciation. 


In the case of buildings, machinery and equipment acquired, 
or vessels constructed or acquired on or after April 6. 1917, for 
the purpose of contributing to the prosecution of the war, there 
is allowed for any taxable year ending before March 3, 1924 
(if claim therefor was made at the time of, or before, filing the 
return for the year 1921) a reasonable deduction for the amor- 
tization of such part of the cost of such facilities or vessels as 
has been borne by the taxpayer. 


At any time within three years after March 3, 1921, the 
Commissioner of Internal Revenue may, at the request of the 
taxpayer, make a re-examination of the taxpayer’s returns in 
order to determine if proper allowance has been made for this 
item of amortization; and if upon re-examination, it is found 
that the original deduction allowed was incorrect, the amount 
of taxes for the years affected will be redetermined and any 
tax which may be found to have been overpaid will be refunded 
or credited to the taxpayers. 


204 PUBLIC ACCOUNTING AND AUDITING 


Depletion. The distinction between depreciation and 
depletion should be clearly understood. Depreciation is a.de- 
crease in the value of assets due to their use in the business, 
while depletion refers to the decrease in the value of the asset 
because it enters into the making of the commodity sold. For 
instance, depreciation occurs in connection with the machinery 
used in a coal mine, but depletion occurs in connection with 
the mine itself because the coal is actually being removed and 
sold. 

In the case of mines, oil and gas wells, other natural deposits 
and timber, a reasonable allowance for depletion and depreciation 
of improvements will be allowed according to the peculiar con- 
ditions in each case, based upon cost, including cost of develop- 
ment not otherwise deducted, and in case of property acquired 
prior to March 1, 1913, the fair market value on that date may 
be taken in lieu of cost. 

In the case of the above properties (except timber) dis- 
covered by the taxpayer on or after March I, 1913, where the 
fair market value of the property is materially disproportionate 
to the cost, depletion allowance may be based upon the fair 
market value of the property at the time of discovery or within 
30 days thereafter. The depletion allowance based on discovery 
value is not to exceed the net income, computed with allowance 
for depletion, from the property on which discovery is made, 
except where such net income so computed is less than the 
depletion allowance based on cost or fair market value as of 
March 1, 1913. 


Contributions or Gifts. The amount of contributions* 
or gifts made within the taxable year to or for the use of the 
following donees, in addition to those named in the 1918 Act 
and not exceeding 15% of the taxpayers’ net income as com- 
puted without the benefit of this provision, is a deductible 
allowance: 


(a) The United States, any State, Territory, or political 
subdivision thereof, or the District of Columbia, for exclusively 
public purposes; 

(b) To community chests, funds, or foundations organ- 
ized and operated exclusively for religious, charitable, etc., 
purposes, including literary; 

(c) Posts of the American Legion or the Women’s Aux- 
iliary units thereof. | 

See Sec. 214 (11) of the 1921 Act for detailed information 
as to all contributions or gifts that constitute allowable deduc- 
tions. 


Items Not Deductible. In arriving at net income for 
the purposes of the tax, the following items must not be deducted 
from gross income: 


*Such contributions or gifts have been construed to mean gifts of money 
or property. The value of services rendered to charitable institutions may 
not be allowed as a deduction under the Law. 
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I. Personal living or family expenses, such as cost of 
maintaining a home, servants’ wages, family life insurance 
premiums, allowances made as gifts to dependents, cost of 
purchase and upkeep of pleasure automobiles, chauffeurs’ hire, 
railroad commutation fares to and from place of business and 
similar items. 


2. Any amount paid out for new buildings, or for per- 
manent improvements or betterments made to increase the 
value of any property or estate. 


3. Any amount expended in restoring property or in 
making good the exhaustion thereof for which an allowance 
is or has been made. 


4. Premiums paid on anylife insurance policies covering the 
life of any officer or employe or of any person financially interested 
in any trade or business carried on by the taxpayer when the 
taxpayer is directly or indirectly a beneficiary under such policy. 


5. Interest paid or accrued within the year on money 
borrowed to purchase or carry securities or obligations (except 
United States obligations), the income from which is wholly 
exempt from tax, such as state or municipal bonds, etc., and 


6. Interest paid or accrued on indebtedness incurred or 
continued to purchase or carry obligations of the United States 
issued prior to September 24, 1917. 


Credits Allowed. After the deductions have been made 
from the gross income, the net income is obtained and on this 
net income the individual may be required to pay two taxes, the 
normal tax, and the surtax. The amount of these taxes and the 
method of calculation will be explained later. It suffices for the 
present to know that, in the calculation of the normal tax, the 
following items may be deducted from net income as defined 
above, although they are not deductible for the purpose of the 
surtax. In other words, after the net income is obtained, the 
items mentioned below may be subtracted and the remainder 
is the basis for the calculation of the normal tax, but if the 
individual has sufficient income to be subject to the surtax, it 
is calculated on the total net income without the consideration 
of the following credits: 


I. The amount received as dividends from a domestic 
corporation which is taxable under this title upon its net income 
and amounts received as dividends from a foreign corporation, 
provided that more than fifty per cent. of its gross income was 
derived from sources within the United States. 

2. The amount received as interest from the obligations 
of the United States and bonds issued by the War Finance 
Corporation, which is included in gross income as above dis- 
cussed. 

3. In the case of a single person, a personal exemption of 
$1,000.00, or in the case of the head of a family or of a married 
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person living with husband or wife, a personal exemption of 
$2,500.00, unless the net income is in excess of $5,000.00, in 
which case, the personal exemption shall be $2,000.00. A 
married person living with spouse, or the head of a family, 
having a net income of more than $5,000.00, but less than 
$5,020.00 is afforded relief, in that his tax is not to be more than 
it would be if his personal exemption were $2,500.00, plus the 
excess of his net income over $5,000.00. Thus, if his net income 
is $5,010.00, his tax, without the benefit of the relief, would be 
$5,010.00 — $2,000.00 = $3,010.00 at 4% =$120.40(assuming he 
has no dependents). Applying the relief, his tax will be $5,010.00 
— $2,500.00 = $2,510.00 at 4% =$100.40+ $10.00 = $110.40. 

If his income were $5,020.00 the tax would be the same, 
whether or not the relief is applied, but when his income exceeds 
$5,020.00, the relief clause would not be of benefit to the tax- 
payer, for under this provision he would pay an even higher tax 
than if he were not to apply the relief clause. 


A husband and wife living together shail receive but one 
personal exemption, and if they make separate returns, the 
personal exemption may be taken by either or divided between 
them. 


4. $400.00 for each person (other than husband or wife) 
dependent upon and receiving his or her chief support from the 
taxpayer, if such dependent person is under eighteen years of 
age, or is incapable of self-support because mentally or physi- 
cally defective. 


5. In the case of a nonresident alien individual or of a 
citizen entitled to the benefits of Sec. 262 of the Revenue Act 
of 1921, the personal exemption shall be only $1,000.00 and he 
shall not be entitled to the credit of $400.00 for each person 
dependent upon and receiving his chief support from the tax- 
payer, even if such dependent person is under eighteen years of 
age or is incapable of self-support because mentally or physically 
defective. 


A, who is the holder of $185,000.00 Liberty Bonds, First 
As, is entitled to $35,000.00 exemption, with income of $6,000.00 
on the balance of $150,000.00, and a personal exemption of 
$1,000.00, being unmarried. B is the holder of $210,000.00 of 
the same issue of bonds, $35,000.00 free of taxes, and $175,000.00, 
income on which is $7,000.00, and entitled to $2,000.00 personal 
exemption, being married. In both cases, the parties hold no 
other investments and have no other income. The bond issue 
in question is exempt from all normal tax, but is subject to 
graduated additional income tax or surtax on the interest on 
an amount of such bonds, the principal of which exceeds 
$35,000.00. The personal credits of $1,000.00 and $2,000.00, 
respectively, are allowed only for the purpose of computing the 
normal tax. There being no normal tax in the cases above, 
there are no such credits allowed. It is evident that in the first 
case there is an income of $6,000.00 (not $5,000.00), and in the 
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second case, there is an income of $7,000.00 (not $5,000.00), 
$1,000.00 of which is subject to a graduated additional surtax 
of $10.00. 


Making of Returns. The Law provides that the indi- 
vidual may make his return either on the basis of a calendar or 
fiscal year. If his return is made on the basis of a calendar year, 
it must be filed with the Collector of Internal Revenue of the 
district in which he lives, on or before March 15 of the year 
following the one for which the return is made. If the return 
is made on the basis of a fiscal year, it must be made on or before 
the fifteenth day of the third month following the end of his 
fiscal year. Forms for making this return can be secured from 
the Collector of Internal Revenue or the various substations 
which are usually established in connection with banks and 
similar institutions. 


Persons Required to Make Returns. An income tax 
return must be filed by every citizen of the United States whether 
residing at home or abroad, and every person residing in the 
United States, though not a citizen thereof, whose gross income 
for the taxable period 1921 amounted to $5,000. 00, or whose 
net income amounted to: 

(a) . $1,000.00 if single or if married and not living with 
husband or wife. 

(b) $2,000.00 if married and living with husband or wife. 

If the combined net income of husband, wife and dependent 
minor children equalled or exceeded $2,000.00, or if the com- 
bined gross income of husband, wife, and dependent minor 
children equalled or exceeded $5,000.00, all such income must be 
reported on a joint return, or on separate returns of husband 
and wife. If single and the net income, including that of depend- 
ent minors, if any, equalled or exceeded $1,000.00, or if the 
gross income equalled or exceeded $5,000.00, a return must be 
filed. A minor, however, having a net income of $1,000.00 or 
$2,000.00 according to the marital status, or a gross income of 
$5,000.00, must file a return. 

Under each of the above conditions, a return must be filed 
even though no tax is due. 

In the case of husband and wife whose combined net income 
exceeds $5,000.00, Form 1040 (not Form 1040A) should be used 
for separate returns, even though the income on one or both 
returns is less than $5,000.00. 

The income of a minor or incompetent, if derived from a 
separate estate under control of a guardian, trustee, or other 
fiduciary, must be reported by such legal representative. 

Income of (a) estates of decedents before final settlement, 
(b) trusts, whether created by will or deed, for unascertained 
persons or persons with contingent interests; or income held, or 
which under the terms of the will or trust may be held, for 
future distribution, is taxed to the fiduciary as a single person, 
except that from the income of a decedent’s estate there may 
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first be deducted an amount properly paid or credited to a 
beneficiary. 

If the net income of a decedent from the beginning of the 
taxable period to the date of his death was $1,000.00, if unmar- 
ried, or $2,000.00, if married and living with husband or wife, 
or if the gross income was $5,000.00 or over, the executor or 
administrator shall file a return on Form 1040 or 1040A for 
such decedent. 


Where to File Returns. Returns in the case of indi- 
viduals shall be made to the collector for the district in which 
is located the legal residence or principal place of business of 
the person making the return; or, if he has no legal residence 
or principal place of business in the United States, then to the 
collector at Baltimore, Maryland. 


Extension of Time for Filing Returns. If for any 
reason return cannot be made by the due date, application 
may be made to the Collector of Internal Revenue for the 
district in which the taxpayer is located, setting forth the 
facts as to the taxpayer’s inability to file on or before the 
due date, and upon a showing of a reasonable excuse, such as 
absence, sickness, etc., the collector will grant an extension of 
time not exceeding thirty days in which to file the return. If 
a further extension of time is required, application is to be made 
to the Commissioner of Internal Revenue at Washington, D. C. 
in the same manner. The Collector of Internal Revenue only 
has the power to grant an extension of time not exceeding 
thirty days. The Commissioner may grant an extension of 
time for filing returns on a reasonable cause shown, not exceed- 
ing six months, except in case of absence abroad. 

When an extension of time has been granted, the date of 
the expiration of the period of extension shall be deemed to be 
the time fixed by law for filing the return. In any case in which 
the time for the payment of any installment is thus postponed 
because of an extension of time for filing the return, there shall 
be added, as a part of such installment, interest thereon at the 
rate of one-half of one per cent. per month from the time it 
would have been due, if no extension had been granted, until 
paid. 

Rates of Tax. The Law provides for two taxes on indi- 
viduals—the normal tax and the surtax. 


{4% on taxable income of not over $4,000.00. 
\8% on taxable income exceeding $4,000.00. 
Surtax—Graduated Rates. 


There is no change in the rate of the normal tax under the 
1921 Act. Neither was there any change in the rate of the 
surtax under the 1921 Act for the calendar year 1921, but for 
the calendar year 1922 and thereafter, the rates are reduced. 
Beginning at one per cent. on amounts of net income in excess 
of $6,000.00, but not in excess of $10,000.00, these rates run 


Normal— 
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to the maximum of fifty per cent. on all over $2,000.00, while 
. under the 1918 Act, the rate was one per cent. on amounts 
of net income in excess of $5,000.00, but not in excess of $6,000.00, 
and run to the maximum of sixty-five per cent. on all over 
$1,000,000.00. The surtax on sales of certain mines, oil or gas 
wells, or any interest therein, remains at twenty per cent. for 
the calendar year 1921. Thereafter, it is reduced to sixteen per 
cent. 


Payment of Tax. The tax may be paid in four install- 
ments, covering the entire year. The first payment is due at 
the time of filing the return, that is, March 15, if the return is 
made on the basis of the calendar year. The second payment 
is to be made on June 15, the third payment on September I5 
and the fourth and final payment on December 15. 


Computation of Tax. To illustrate the computation of 
the tax for individuals, we shall assume certain propositions 
and show the calculations made in order to compute the total 
tax. 


Proposition A 


Assume that a‘ citizen who is married and living with his 
wife has a net income of $8,000.00 for the current calendar year. 
Compute the amount of his income tax. 


Computation of Tax 


PNOCMETECOINIEC SARA Eh eet ah suk deck hgh $8,000.00 
Less credit: 
Personal exemption............ 2,000 . 00 
Income subject to normal tax....... $6,000.00 
Normal tax: 
BP OO SOO) (na a yas thumsaetine Giake'ty ¢ 160.00 
PZ OOOMOO MU AUG Ons Pen Hote nett 160.00 
$6,000.00 Total normal tax $320.00 
Surtax: 
hE Va Ra tetosag (oh te uk oe Va Nn a $8,000.00 
| Tess Credlitya ne ner byr eh Aol ah 6,000.00 
Income subject to surtax........... $2,000.00 
$2,000 100 GL onantnn ae rye a2 20.00 
Noh ee Bkg ocean Cadlngs Peary an ay Ma OMe te £340.00 


Proposition B 
Assume that the taxpayer in the preceding illustration and 
his wife, living together, had a joint net income of $10,000.00, but 
of this amount $7,000.00 was his income and $3,000.00 was his 
wife’s income. Compute the tax and show whether it would 
be advantageous to file a combined return or separate returns. 
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Computation of Tax (Combined Return) 


Net income of husband and wife........ $10,000.00 
Less credit: 
Petsonal exemption. .>.../......... 2,000.00 
Income subject to normal tax........... $ 8,000.00 
Normal tax: 
DALOOO ROO ICA pein: hese tric es ¢$ 160.00 
AL0O03 00 (ORGG/ oy ites ah ne es ate kas 320.00 
$8,000.00 Total normal tax....: £480.00 
Surtax: 
Net*ingome sci aici resi nee nite pr $10,000.00 
Loess Credit 0 Ee ea 6,000.00 
Income subject to stntax ere ee $ 4,000.00 
$4,000,001 @ 1 Yon ees ahh ep lis uemee ge net 40.00 
TE Otal tae fete ee ee ene enn Se $520.00 


Computation of Tax (Separate Returns) 


Husband Wife 
Netsinconie ay. e ie ah $7,000.00 $3,000.00 
Less credit: 
Personal exemption......... 1,000.00 1,000.00 
Income subject to normal tax..... $6,000.00 $2,000.00 


Normal tax: 
$4,000.00 @ 4%$160.00 $2,000.00 @4% $80.00 


2,000.00 @ 8% 160.00 $320.00 


Surtax: 
Net income ...$7,000.00 
Less credit... 6,000.00 


Subject to surtax $1,000.00 
$1,000.00 @ 1% 10.00 
Total tax Husband $330.00 Wife $80.00 


It will be seen, from the above, that if a combined return 
is made the total tax will be $520.00 while if separate returns 
are made by the husband and wife, the combined tax will be 
$410.00. It is apparent, therefore, that aOR will be an ad- 
vantage in filing separate returns. 

The surtax is actually an additional tax Paicn is levied in 
addition to the normal tax on net incomes in excess of $6,000.00. 
Since the net income of the husband is $7,000.00 he is liable 
for a surtax on $1,000.00. The wife’s income is only $3,000.00, 
hence is not subject to a surtax. 


> 
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INCOME TAX QUESTIONS AND PROBLEMS 


I. Are domestic partnerships obliged to make income tax 
returns? Inst.* Tox. 


2. To what extent are losses deductible in computing net 
income for federal taxes in the case of a resident individual? 
Inst. Ex. 


3. In June, 1915, A purchased a dwelling for the sum of 
$15,000.00. He resided in the dwelling until December 1, of 
the current year, when he sold the property at a loss. During 
the year, he paid out for taxes $186.00, for insurance $60.00, 
for repairs $130.00, for interest on mortgage $250.00. His net 
loss on the sale was $1,200.00. 

In preparing A’s income tax return for the current year, 
how would you treat the items specified? Inst. Ex. 


. “Net income”’ of individuals is defined in the Revenue 
Act of 1921 as “‘the gross income as defined in Section 213 less 
the deductions allowed by Section 214.’ Name (in brief titles 
ignoring provisos and exceptions) six items of allowable de- 
ductions. What are some unallowable expenses? Inst. Ex. 


5. A widowed mother died, leaving three children under 
I5 years of age. An unmarried uncle took charge of the children 
on January 1, of the current year, and supported them during 
the year, maintaining them in his own household. 


The income of the uncle consisted of: 


Dividends received from corporations..... $10,000.00 
Interest received on $5,000.00 Fourth Lib- 
ELLY pis ONG ean frie Bee lee ore sutne t 212.50 
Net Income from farming operations...... 4,000.00 
PRO tal Come tn wea m acti itty ay: $14,212.50 


Prepare statement showing the amount of federal tax lia- 
bility. Cab At bx 


6. I. S. Sunday is cashier of The Fort Wayne National 
Bank. He is a married man and has a child seven years old. 
He keeps no books, but from such information as is available, 
he submits the following statement of cash receipts and expend- 
itures: 


Receipts 
Salary for the fiscal year ending Dec. 31............ $3,800.00 
Interest on ist. Liberty Bond (S00 par) si s3....0 90. 17.50 
Interest on Victory 334 Notes (1000 par)........... 37.50 
Interest on Victory 434 Notes (1000 par)........... 47.50 
Bonus from The Fort Wayne National Bank........ 400.00 
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‘ Payments 

Rent ot house forthe vean. ics we eeenin ec eee cs $ 780.00 
Weartip apparels sa. re nai a: ark Re Outen 300.00 
Donations) $2.50’ per month to church eee 30.00 
Automobile expenses (including license $15.00)...... 120.00 
Medical and'dental services hu nagy ee eee 35.00 
Property tax Aaa Ie a eee nn carn Oc Ong ee ay 40.00 
Miscellaneous personal expenses.......:........... 200.00 

Total oe Geen Las ha flee sie e gecy a eet wee tI ELEN $1,505.00 


On the basis of the facts given above, answer the following 
as of the end of the current calendar year: 

(a) What is his gross income? 

(b) What is his net income? 

(c) What is the amount of his income tax. (Show com- 
putation in statement form.) CORP sap eae 

7. Mr. Richard Roe, a married man, requests you to pre- 
pare his federal income tax return for the ten months ended 
December 31, of the current year, from the following informalten 
which he has submitted to you: 


Income Received During the Year 


Salary ee ee een gen te Ne aay te Ae Va aoc i! $5,000.00 
Directors ifeesa cy ks see ea ee 105.00 
Rentvofiproperty (net) ga. ay ie en ei tale 7,596.54 
Interest on investments.............0000. 1,648.32 
Dividends on bank stock (0 a una ae an 2,500.00 
Dividends on stock held in_ industrial 

COMPANIES AN Uy mune ein sina meer eae ee 11,500.00 


Dividends on stock of a corporation or- 
ganized and doing business in a province 


OF Caraga eee eaten ah Coenen ne mate ae 1,500.00 
He has paid out: 
Interest on his personal indebtedness...... 2,500.00 
Taxes on income-producing real property.. 1,600.00 
Taxes on real property not producing in- 
elo) 4 aT OMA MCN MR RI Ber imal pushy Pa yeh ne 400.00 
Personal household expenses.............. 2,500.00 


He also reports: 
Loss of a dwelling house, from which he 
had received rents, by fire, no insurance 
being: carmed) [yi terns ia ie dan ecm deste 1,200.00 
Judgment rendered against him in his suit 
to collect on the past due note of Harry 


Hanson— 
Principal sd seta. vol perpen aa ¢ 2,000.00 
Priterest (ie ved. wan ete eee 320.00 
Léygal expenses io. i) y53 wet tee 150.00 2,470.00 


Prepare statement showing computation of tax. 
Inst. Ex. 


Unit Thirty 


FEDERAL INCOME TAXES 
THE INCOME TAX ON CORPORATIONS 


Corporations Subject To Tax. All corporations* not 
exempted are taxable on their net income. A few special applica- 
tions may be given by way of illustration. In case of a holding 
company with various subsidiary companies, the 1916 Act 
required that a separate return be made by each company and 
that each company pay a separate tax on its income. The 1918 
Act provided that under regulations prescribed by the Com- 
missioner of Internal Revenue, subsidiary companies should 
have their income combined in one joint return made by the 
parent or holding company, that they should pay one tax, and 
have one exemption. The 1921 Act does not differ from the 
1918 Act in its application to returns for the year 1921, but for 
any taxable year beginning on or after January I, 1922, provides 
that either separate or consolidated returns may be made. 
Although a corporation may be owned by an exempt corporation, 
that does not exempt it from the payment of the tax if it does 
not belong to the classes mentioned above. 


Corporations in existence only part of a year must file a return 
for that portion of the year. Sucha case may arise where the cor- 
poration is organized within the year or where a corporation pre- 
viously organized is dissolved within the year. Corporations fully 
organized must file a return whether they are doing business or 
not, and this applies equally to newly organized corporations 
which have not commenced business, and corporations which 
have formerly done business and have ceased to do so. Corpor- 
ations not fully organized need not file a return. Corporations 
engaged in agricultural pursuits for profits must file a return the 
same as those engaged in mercantile industries. Corporations 
which lease part of their property to others, with the agreement 
that the rentals are to be paid directly to the stockholders, must 
consider the amount so paid as income and report it in their 
returns. Private banks must render returns if they have the 
corporate form of organization, but need not make a return if 
they are organized as a partnership or the bank is owned or 
operated by an individual. 


. 


*The term “corporation” refers not only to the ordinary statutory 
corporations, but also to business trust associations called ‘‘Massachusetts 
Trutist,’”’ joint stock companies, limited partnerships, mutual saving banks 
and insurance companies, and all analagous business associations, the net 
income of which is distributed among the members on the basis of the shares 
which each holds, or the proportion of capital which each has invested. 


Copyright 1922, South-Western Publishing Ce. 
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Net Income. The net income of a corporation is obtained 
in the same manner as that of an individual—by subtracting from 
the gross income the deductions which the Law permits to be 
made. It is, therefore, necessary to see what is included under 
the gross income of corporations and the deductions which are 
permitted. The income which is exempt from tax in the hands 
of the individual, as previously explained, is also exempt in the 
hands of a corporation. 


Gross Income. The Law provides that “in the case of a 
corporation subject to the tax imposed by Section 230, the gross 
income means the gross income as defined in Section 213 (which is 
the section which defines the gross income of the individual) 
except that: 


1. Mutual marine insurance companies shall include in 
gross income the gross premiums collected and received by 
them, less the amounts paid for reinsurance. 

2. In case of a foreign corporation, the gross income 
includes only the gross income from sources within the United 
States.”’ 


Gross Income of Corporations. Although the gross in- 
come of corporations is defined by the Act to be the same as the 
gross income of an individual, except as mentioned above, three 
are a few particular points worthy of notice which have not been 
mentioned in the previous discussion of the gross income of 
individuals. For the purpose of convenience in discussion, the 
gross income of corporations may be classified as follows: 

I. From operations. 

2. From rentals and royalties. 
3. From interest. 

4. From dividends. 

5. From other sources. 


Income from Operations. In arriving at the gross income 
from operations, the gain or loss is determined by the inventory 
method. The sales should be shown net; that is, any deductions 
which have been made in the way of return sales, allowances, or 
abatements, should be subtracted. The inventory should be 
taken at cost or market price, whichever is the lower. This 
refers, of course, only to the inventory of stock-in-trade, for in 
the case of securities and similar properties, the cost price must 
be taken, except in the case of a dealer in securities, where the 
market price may be used. The inventory may be either a 
physical inventory or it may be a book inventory, if the latter 
method is in current use by the firm in question. Purchases 
should be shown net; that is, less any returns or allowances, but 
freight and drayage in may be added to the invoice cost of same. 
After the above amounts have been obtained, the gross profit is 
arrived at by subtracting from the sales, plus the inventory at the 
end of the year, the purchases made during the year, plus the in- 
ventory at the beginning of the year. The above is the method 
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outlined in the Treasury Regulations. The same result is ob- 
tained, of course, by adding the purchases during the year to the 
inventory at the beginning of the year and subtracting the inven- 
tory at the end of year, thus obtaining the cost of goods sold, 
which is subtracted from sales to obtain the gross profit. In case 
of a manufacturing concern, there are three inventories to be 
considered—that of raw materials, goods in process, and finished 
goods. The same method should be followed in arriving at 
their value, cost or market price, whichever is lower, being used. 

Income from Rentals and Royalties. All receipts for 
rent, whether in cash or its equivalent, must be reported as part 
of the grossincome. Ifa tenant makes improvements or repairs 
on the land, which it is the duty of the landlord to make in lieu 
of rent, the cost of these must be considered as an addition to 
the rent received. Where permanent improvements are made 
which revert to the owner at the termination of the lease, their 
value, less the accrued depreciation, must be regarded as income. 
All amounts received as royalties from patents, copyrights, or 
similar privileges must be reported as income, but a reasonable 
allowance for depreciation thereon may bededucted. In the case 
of mines, which are operated on the royalty basis, a reasonable 
allowance for depletion, as explained later, may be made. 

Income from Interest. All interest received or accrued 
should be reported, except: 

1. Interest on obligations of a state or a political sub- 
division thereof. 

2. Interest on obligations of the United States issued 
prior to September 1, 1917, and the interest on the obligations 
of the United States issued since September I, I917, to the 
extent provided for in the acts authorizing their issue. 

3. Interest on securities issued under the Foreign Loan 
Act of 1916. 

The 1921 Act exempts from all tax, interest on Liberty 
bonds received after January I, 1922. : 

Income upon bonds should include only the interest earned 
from the date of purchase. Where bonds are purchased between 
interest dates, the amount paid for accrued interest should be 
deducted from interest received. When bonds are purchased 
at a premium or discount, the amount of the premium or dis- 
count should be amortized over the life of the bonds and only 
a portion of the addition or deduction derived therefrom con- 
sidered during the current period. In the case of interest re- 
ceived on securities held in a sinking fund, this must be reported 
as income of the corporation. 

Income from Dividends. In general, all dividends re- 
ceived by a corporation must be included in its gross income. 
Under the head of deductions, it will be explained that the 
amount of dividends received from corporations, which are them- 
selves subject to the income tax, may be treated as a deduction 
by the company receiving the dividends. However, they must 
be reported in stating gross income and taken as a deduction 
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under the proper heading. _ Dividends on stock of federal 
reserve banks are held as exempt from the tax and need not be 
reported. As previously explained, stock dividends are not 
subject to the tax. 


Income from Miscellaneous Sources. Ifa deduction has 
been claimed on account of a bad debt which has been written 
off, and this debt has been later collected, it must be reported 
as income in the year when collected. Assessments made 
by a corporation on its stockholders are not considered as 
income by the receiving corporation, but are considered as 
additional investment on the part of the stockholders, con- 
sequently, they are not counted as income by the corporation, 
nor can they be treated as a deduction by the individual pay- 
ing them. If the corporation buys its own bonds at a discount, 
it is held that the savings thus made must be treated as in- 
come. If assets are traded for capital stock of another cor- 
poration, the difference in the cost of the assets and the value 
of the stock received is regarded as income. However, if the 
stock of one corporation is exchanged for capital stock of another 
corporation of the same par value, it is deemed that no profit 
arises as a result thereon. Amounts received from insurance 
policies held by the corporation less the premiums previously 
paid are regarded as income. No appreciation of assets is 
recognized by the income tax law, therefore, if a corporation 
writes up its assets and credits the amount arising as a result 
thereon to its Surplus account, this is not regarded as income. 


In the same manner no appreciation nor depreciation of 
good will is recognized. However, if the good will of a cor- 
poration is sold ata greater value than it cost, the difference 
is reportable as income. If capital assets of a corporation are 
sold, the difference between their cost price and sales price is 
reported as income if purchased since March 1, 1913. If pur- 
chased prior to that date, the difference between their market 
value on March 1, 1913, and their sales price is regarded as 
income. 


Foreign Corporations. Foreign corporations are tax- 
able only upon income derived from sources within the United 
States, including the interest on bonds, notes or other interest- 
bearing obligations of residents, corporate or otherwise, divi- 
dends from resident corporations and including all amounts 
received (although paid under a contract for the sale of goods 
or otherwise) representing profits on the manufacture and dis- 
position of goods within the United States. Foreign corpor- 
ations are not allowed the specific exemption for income tax. 


Corporations Exempt from the Income Tax. The Law 
provides that the following corporations are exempt from the 
income tax: 


1. Labor, agricultural, and horticultural organizations. 
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2. Mutual savings banks not having stock represented 
by shares. 

3. Fraternal, beneficiary societies, orders, or associations, 
organized and operated for the mutual benefit of their members. 

4. Domestic building and loan associations and coopera- 
tive banks without capital stock organized and operated for 
mutual purposes and without profit. 

5. Cemetery companies owned and operated exclusively 
for the benefit of their members. 

6. Corporations organized and operated exclusively for 
religious, charitable, scientific, or educational purposes, or for 
the prevention of cruelty to children or animals, no part of the 
net earnings of which inures to any specific individual. 

7. Business leagues, chambers of commerce, or boards of 
trade not organized for profit. 

8. Civic leagues, or organizations not organized for profit, 
but operated exclusively for the promotion of social welfare. 

g. Clubs organized and operated exclusively for pleasure, 
recreation, and other nonprofitable enterprises, no part of the 
net earnings of which inures to any stockholder or member. 

10. Farmers’ or other mutual associations— 

(a) Hail, cyclone, or fire insurance companies. 

(b) Ditch or irrigation companies. 

(c) Telephone companies. 

(d) Like organizations of purely local character, the 
income of which is collected merely for the purpose of meeting 
expenses. 

II. Farmers’ and fruit growers’ associations, if organized 
and operated as sales agencies for the purpose of marketing 
products of their members and turning back to them the proceeds 
of sales less the necessary selling expenses on the basis of the 
quantity of products furnished them. 

12. Corporations organized for the exclusive purpose of 
holding title to property, the net income from which is to be 
turned over to an organization which itself is exempt from the 
tax. 

13. Federal land banks and national farm loan associations 
created under the Act of July 17, 1916, to provide capital for 
agricultural development. 

14. Personal service corporations. 

Personal Service Corporations. For tax purposes both 
under the 1918 Act and the 1921 Act (except that on and after 
January I, 1922, such corporations are taxed as are other cor- 
porations) personal service corporations are treated as partner- 
ships, and are not as such liable to income tax, but the stock- 
holders must include in their returns the proportionate part of 
the earnings of such corporations, whether received as dividends 
or not, according to the respective stock holdings. Foreign 
personal service corporations shall not be accorded the privileges 
of domestic personal service corporations, but shall be taxed as 
corporations. 
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A personal service corporation is a corporation whose in- 
come is due primarily to the activities of the principal owners 
or stockholders who are themselves regularly engaged in the 
active conduct of the affairs of the corporation and in which 
capital (whether. invested or borrowed) is not a material in- 
come-producing factor. For instance, a corporation composed 
of commission merchants or advertising men, whose principal 
owners or stockholders are themselves actively engaged in the 
conduct of the business, whose income is due principally to 
their personal services, and whose capital is employed for the 
purposes of paying for office equipment and employes’ salaries, 
is a personal service corporation. 

In the case of a personal service corporation, if fifty per 
cent. or more of the gross income consists of (1) gains derived 
from trading as a principal, or (2) gains, profits or commissions 
derived from Government contracts, made between April 6, 
1917, and November 11, 1918, both dates inclusive, it shall 
not be treated as a personal service corporation subject to the 
provisions which apply to a partnership, but shall be taxed as 
a corporation. 

Every personal service corporation, although not subject 
to the tax, must file a return showing the gross income, the 
deductions allowed by law, the net income and the amounts 
distributed, with the names and addresses of the recipients. 
Where a part of the net income has not been distributed, the 
names and addresses of the stockholders who would be entitled 
to the profits, if distributed, must be given, with the portion 
assignable to each. 


Stockholders Taxable as Partners. The _ individual 
stockholders of personal service corporations shall be taxed in 
the same manner as the members of partnerships, and all the 
provisions of the Act relating to the partnerships and members 
shall, so far as practicable, apply to personal service corpor- 
ations and their stockholders. Any portion of the net income 
remaining undistributed at the close of the taxable year shall, 
for the purpose of taxation, be assigned to the stockholders 
in proportion to their respective shares. 


Deductions from Income. In many ways the deduc- 
tions allowed to corporations are very similar to the deductions 
allowed to individuals but there are certain differences for two 
reasons: 


1. The individual’s income usually is derived chiefly from 
services and, therefore, there are few expenses which the indi- 
vidual can deduct, while income of the corporation is derived 
from operations of the business and, therefore, there are numer- 
ous expenses which can be deducted. 


2. There are some items which the individual is permitted 
to deduct which the corporation cannot deduct, and vice versa; 
consequently, it is thought worth while to discuss deductions 


INCOME TAX ON CORPORATIONS 219 


allowed to corporations separately from deductions allowed to 
individuals. This will, of course, involve a repetition of what 
has already been said to some extent. 


The expenditures of a corporation may be divided into two 
classes: 


I. Capital expenditures. 
2. Revenue expenditures. 


Capital expenditures add to the value of some asset and are 
not deductible from the gross income. Revenue expenditures 
are those which are incurred in connection with earning the 
gross income of a corporation and are a proper deduction in 
determining its net income. 


Classification of Deductions. As a matter of conven- 
lence in discussion, the deductions allowed a corporation may 
be classified as follows: 


Ordinary and necessary business expenses. 
Interest and taxes. 

Losses. 

Depreciation and depletion. 

Deductions by insurance companies. 
Miscellaneous. 


Ce ee 


Ordinary and Necessary Business Expenses. The 
expenses of a corporation may be deducted on the accrual 
basis if the gross income is reported on the same basis. Pre- 
paid expenses should be deferred and treated as a deduction 
in the year to which they apply. Illustrations of these 
are: Prepaid insurance, taxes, interest, advance payments on 
contracts, etc. Expenses paid in property or stock are deduct- 
ible the same as if paid in cash. If capital stock is given in pay- 
ment for services rendered, the fair market value of the stock 
at the time of delivery can be deducted as an expense. All 
salaries and wages payable by the corporation are deductible, 
whether paid in cash, property or stock. Salary and wages in 
order to be deducted, however, must be entered as an expense 
on the books of the corporation. In the case of salaries of 
officers and employes, who are stockholders in the company, 
the regulations prescribe that they will be given careful scrutiny, 
and if considered too large, they will be regarded as a distribu- 
tion of profits instead of an expense. Salaries paid soldiers or 
sailors in the service of the Government are regarded as a legiti- 
mate expense and may be deducted. 


Pensions paid to retired employes are regarded as a de- 
ductible expense. Gifts to employes are not deductible. Bonuses 
paid to employes may be deducted when they are made in good 
faith as additional compensation for services rendered. If made 
as a gratuity or gift, they cannot be treated as an expense. 
Souvenirs given to customers are deductible as an advertising 
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expense. Campaign contributions and lobbying expenses are 
not allowable. If donations are made subject to a condition 
that certain services may be received in return, they may be 
treated as an expense and deducted accordingly. For instance, 
donations to a hospital in consideration of an agreement by the 
hospital that a ward will be provided for the use of the em- 
ployes of the company has been held asan allowable deduction. 
Donations made for obtaining good will are held not to be 
deductible. This ruling seems to be arbitrary, since in many 
cases such payments are proper expenses on the part of a 
corporation. For instance, it has been held that prizes offered 
at a county fair could not be treated as an expense by the firms 
who offered them. This would seem to be making quite an arbi- 
trary distinction, but under the present ruling they must be 
excluded in arriving at the proper expense of the firm. 


Money spent by salesmen in entertaining customers of the 
company is held an allowable expense. The distinction between — 
a gratuity and an expense is sometimes hard to make. The 
general theory is that if an expense is made from which no 
benefit accrues to the corporation, either directly or indirectly, 
it cannot be treated as a deduction, but if the corporation ex- 
pects to obtain a return as a result therefrom, it can be treated 
as a deductible expense. In the case of expenses incurred in 
making ordinary and incidental repairs to property, a reduction 
may be made, but if the expenditure results in prolonging the 
life of the asset or appreciably increasing its value, it is treated 
as an additional investment and cannot be deducted. Premiums 
on life insurance paid by a corporation on the life of its officers 
or employes cannot be deducted at the time paid, but they 
can be subtracted from the amount received when the policy 
is paid. 

The Treasury Department has ruled that organization ex- 
penses are a capital expense. They are neither deductible nor 
subject to depreciation. This, however, is contrary to their 
treatment by accountants, who regard them as an expense 
which should be written off against income as soon as possible. 
All ordinary rental and royalty payments are deductible, as 
are also expenses incurred in making any improvements de- 
manded by the lease. The cost of the latter, of course, should 
be prorated over the years during which they are used. If 
interest or dividends are paid to stockholders in lieu of rent, 
they may be deducted the same as if rent was paid. 


Interest and Taxes. Interest paid on indebtedness of 
corporations may be deducted, whether paid in cash or its 
equivalent. It may be reported either on the accrual or cash 
basis, depending on the method pursued by the corporation in 
reporting its expenses. Interest paid on money borrowed to 
purchase securities, the income from which is exempt, except 
securities of the United States Government, issued after Sep- 
tember 24, 1917, and originally subscribed for by the taxpayer, 
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is not deductible. For instance, if a corporation should borrow 
money to buy municipal or state bonds, the interest on which is 
exempt from the income tax, the interest paid on such money 
would not be deductible. 


All taxes paid or accrued within the taxable year are de- 
ductible except: 


I. Special assessments which are deemed to increase the 
value of the property to which they pertain. 


2. Inheritance taxes. 


3. Income taxes. 

For instance, all taxes imposed by states and political sub- 
divisions thereof and by the United States Government, except 
as mentioned above, are dedictible. This includes excise and 
franchise dues, custom duties, etc. 


Under the 1921 Act the amount of taxes paid at the 
source on tax-free-covenant bond interest is not to be in- 
cluded by the obligee in gross income as additional interest or 
otherwise. Corporations are allowed, as a deduction, the 
amount of taxes paid them without reimbursement on the 
interest of the shareholders or members in the corporation. 


Losses. The Law provides that the following losses may 
be deducted by a corporation: 

1. Losses sustained during the taxable year and not 
compensated for by insurance or otherwise. 

2. Debts ascertained to be worthless and charged off 
within the taxable year. | 

It has been previously explained how losses in connection 
with stock-in-trade is determined by means of the inventory 
method. In connection with securities, no loss can be claimed, 
except in case of a dealer in securities, unless the securities are 
disposed of and an actual loss realized. In connection with the 
sale of property, it has also been explained how the profit or 
loss is ascertained. 


Bad Debts. Under the 1921 Act a reasonable addition 
to a reserve for bad debts, at the discretion of the Commissioner, 
may be deducted in arriving at net income. Under the I918 
Act only debts ascertained to be worthless and actually charged 
off within the taxable year might be deducted. The application 
of this provision in the 1921 Act will be governed by the regula- 
tions of the Treasury Department. 

With reference to bonds, since they are regarded as debts 
of a corporation, they may be written off if it is ascertained, 
without reasonable doubt, that they are uncollectible. They 
are, therefore, treated somewhat differently than stock and 
other securities since no losses can be claimed on the latter 
until they are actually disposed of. Discount on bonds incurred 
in their sale may be treated as a deduction and prorated over 
the life of the bond. Discount on stock, however, is regarded as 
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a capital loss and cannot be treated as a deduction. The old 
Law held that a holding company must show all profits which 
had accrued to it on the books of subsidiary companies, but 
could not treat as a deduction losses, similarly incurred, until 
the assets of the holding company were reduced as a result 
thereof. 


Net Loss. In event of a net loss, the Law provides for 
the deduction of such loss from the income of the following year; 
and any excess of such loss may even be applied against the 
income of the second succeeding year. This provision also 
applies to fiscal year corporations and, for fiscal periods ending 
during 1921, provision is made for the proration of such net 
loss according to the number of months falling within the calen- 
dar year 1921. 


Depreciation and Depletion. The present Law provides 
that ‘‘a reasonable allowance for the exhaustion, wear and tear 
of property used in a trade or business, including a reasonable 
allowance for obsolescence’ may be treated as a deduction. A 
distinction must be made between depreciation and fluctuation. 
Depreciation is the decline in the value of property as a result of 
its use in the business. Fluctuation is a change in the market 
value of assets, either favorable or unfavorable, which is due to 
causes apart from the business. The former is an allowable 
deduction, while the latter is not considered. A distinction 
must also be made in connection with depreciation between 
repairs and renewals. 


The expense of repairs may be treated as a deduction in 
addition to the allowance made for depreciation, but the same 
rule does not apply’in the case of renewals. The regulations 
prescribe that they must be charged against the reserve for 
depreciation, therefore, cannot be treated as a deduction. In 
other words, a renewal is regarded as a capital expenditure as 
defined above. In arriving at the rate of depreciation, three 
things must be considered,—the original cost of the asset, the 
estimated life of the asset, and the residual value of the asset. 
Neither the Law nor the regulations of the Treasury Department 
prescribe the rate of depreciation, which is permissible. Both 
say that a “‘reasonable’”’ rate is allowable. Collectors of internal 
revenue and inspectors of the department have, however, indi- 
cated their approval of certain rates. In certain cases known 
by the author, they have stated that two or three per cent. may 
be charged on wooden or frame buildings. They have also 
permitted a rate of ten per cent. on furniture and fixtures, and in 
some cases as high as twenty per cent. on certain kinds of ma- 
chinery. However, they look with suspicion on high rates of 
depreciation and the tendency in the past has been for them to 
be overconservative rather than otherwise. Only assets em- 
ployed by the corporation in its business are subject to depre- 
ciation. All assets so employed, both tangible and intangible, 
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except good will and organization expenses, are regarded as 
subject to the depreciation provision. 


The amount of depreciation claimed must be entered upon 
the books of the corporation. It may be credited to the asset 
account to which it refers, or it may be credited to a reserve 
account. The latter is, of course, the approved accounting 
method and should be followed in recording the depreciation. 
In the 1918 Act no mention was made of obsolescence, but the 
Treasury Department ruled that obsolescence could be consid- 
ered in arriving at depreciation. In the 1921 Act specific men- 
tion is made of obsolescence as an allowable deduction. It can 
probably be best considered in estimating the life of the asset 
as mentioned above. In reference to depletion, the present Law 
reads as follows: ‘In case of mines, oil or gas wells, or other 
natural deposits and timber, a reasonable allowance for deple- 
tion and depreciation of improvements according to the pecu- 
liarities of each case, based upon the cost, including cost of 
development not otherwise deducted,’”’ may be treated as a 
deduction. The Treasury Department has issued detailed rul- 
ings as to how the amount of depletion is to be calculated. The 
following important points may be mentioned: 


1. If the property was acquired prior to March 1, 1913, 
the fair market value at that date is taken as the basis for cal- 
culating the depletion. 

2. If acquired by purchase since the above date, the cost 
price is taken as the basis. 

3. If ‘‘discovered”’ since the above date, the market price 
thirty days after ‘‘discovery”’ is the basis. 


A distinction must be made between depreciation and de- 
pletion. Depreciation means the lowering of value due to wear 
and tear. Depletion is the decrease or lowering of the supply 
of the natural deposit. Generally speaking, the depletion may 
be calculated as follows: 

1. Determine the original value as stated above. 

2. Determine the total number of units and by division, 
the unit cost. 

3. Multiply the number of units produced during the 
taxable period by the unit cost and treat this as the depletion 
charge. 


The amount of depletion claimed must be entered upon 
the books the same as in the case of depreciation. As previously 
stated, detailed regulations in regard to the depletion of mines, 
etc., have been issued by the Treasury Department and can be 
obtained on request. 


Deductions by Insurance Companies. The Law pro- 
vides that in the case of insurance companies, the following 
deductions may be made: 

1. The net addition required by law to be made within 
the taxable year to reserve funds. 
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2. Sums that are paid as dividends within the taxable 
year on policy and annuity contracts. 


3. Further deductions in connection with first, companies 
issuing policies regarding life and accident insurance combined 
in one, and second, further deductions in connection with mutual 
marine and insurance companies. Details in regard to the 
deductions mentioned under the last subhead may be obtained 
by reference to the Law and from the regulations of the Treasury 
Department. 


Miscellaneous Deductions. Amounts received as divi- 
dends from a corporation which are taxable under the income tax 
law upon its net income and amounts received as dividends 
from a personal service corporation out of earnings or profits 
accrued prior to January I, 1918, may be treated as a deduction 
by the corporation receiving them. In case of anticipated 
losses, the company may claim a deduction by filing a state- 
ment giving details in reference to the anticipated loss and 
providing a bond to cover the amount of the tax which will 
be due if the loss does not occur as anticipated. When the loss 
is actually incurred or it is found that the claim is erroneous, 
an adjustment will be made. 


Items Not Deductible. The Law provides that in com- 
puting the net income of a corporation, no deductions shall 
be allowed which are declared nondeductible in connection 
with the income of an individual. As previously mentioned, 
the following items are declared as not deductible by an in- 
dividual, therefore, they are not deductible on the part of a 
corporation: 

1. Personal, living or family expenses. (These, of course, 
would not arise in connection with a corporation.) 


2. Amounts paid for buildings or permanent improvements. 
3. Any amount expended in reconstructing property for 
which depreciation has been allowed. 


4. Premiums on a life insurance policy covering life of 
officer or employe. 


Organization Expenses. Expenses of the organization of 
a corporation, such as incorporation fees and attorney and 
accountant’s charges, constitute investments of capital and are 
not deductible from gross income. 


Donations. Corporations are not entitled to deduct from 
gross income contributions made to religious, charitable, scien- 
tific or educational corporations, even though such contributions 
are made to the Red Cross or other war activities. 


Credits Allowed. The following credits are allowed by 
the present Law: 


1. Amounts received as interest upon the obligations of 
the United States and bonds issued by the War Finance Cor- 
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poration prior to September I, 1917, and on obligations and 
bonds issued subsequent to September I, 1917, to the extent 
provided for in the acts authorizing their issue. 


2. The amount of the excess profits tax imposed by the 
Revenue Bill of 1917, or of subsequent acts of Congress. 


3. In the case of domestic corporations a specific exemp- 
tion of $2,000.00, provided the net income of the corporation 
does not exceed $25,000.00. Corporations whose net income 
exceeds $25,000.00, but is less than $25,200.00, is granted relief 
by the provision that the tax shall not exceed the tax which 
would be payable if the $2,000.00 credit were allowed, plus the 
amount of the net income in excess of $25,000.00. Thus, if a 
corporation had an income of $25,199.00 the tax, without the 
benefit of the relief, would be $25,199.00 at 10% =$2,519.90. 
Applying the relief, the tax will be $25,199.00—$2,000.00 = 
$23,199.00 at 10% =$2,319.90 plus $199.00 (the amount by 
which its net income exceeds $25,000.00) = $2,518.90. Thus, it 
will be seen that under the relief clause there is a saving of $1.00 
in this instance. There will be a corresponding saving whenever 
the net income is in excess of $25,000.00, but is less than $25, 
200.00. At that point, and beyond, there is no saving by apply- 
ing the relief provision. 


Rates of Tax. The rate of tax on corporations was un- 
changed in its application to returns for the calendar year 1921 
(10%) but for the calendar year 1922 and thereafter, the 1921 
Act provides a rate of 124% which is an increase from 10%. 
The excess profits tax was repealed as of December 31, 1921, 
leaving only the normal tax of 12144% in effect after that date. 

Section 220 of the 1921 Act provides that, in the case of a 
corporation formed for the purpose of preventing the imposition 
of the surtax upon its stockholders or members by means of 
permitting its gains or profits to accumulate, instead of being 
divided or distributed in the form of dividends, there shall be 
imposed a tax of 25% on such net income in addition to the 
normal income tax of 1244%. In cases where all of the stock- 
holders agree, the Commissioner may, in lieu of all taxes imposed 
upon the corporations, include the distributive interest of such 
net income, whether distributed or not, as income of the stock- 
holders in the same manner as in the case of members of a 
partnership. When requested by the Commissioner or any 
collector of internal revenue, the corporation must furnish a 
statement of such gains or profits and a list of the names and 
addresses of the stockholders and the distributive share of each. 


Place for Filing Returns. The Law further provides 
that ‘‘returns shall be made to the collector of the district in 
which is located the principal place of business or principal 
office or agency of the corporation, or if it has no principal 
place of business or principal office or agency in the United 
States, then to the Collector at Baltimore, Maryland.” 
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Returns and Payment of Tax. As previously explained, 
the corporation may report on the basis of either a calendar 
or a fiscal year. If it reports on the basis of a calendar year, 
the return must be filed by March 15 of the year following 
the one covered by the return. If the return is made on the 
basis of a fiscal year, it must be filed by the fifteenth day of 
the third month after the end of the fiscal year. The return 
is filed with the Collector of Internal Revenue of the district 
in which the corporation has its principal office. In the case of 
a foreign corporation, the return should be filed with the Collector 
of Internal Revenue of the Baltimore District. 


Time for Filing Returns. Foreign corporations having 
no office or place of business in the United States are now 
required, if liable, to make returns on or before the fifteenth 
day of the sixth month following the close of the taxable year. 
Under the 1918 Act they were required to file returns on or 
before the fifteenth day of the third month following the close 
of the taxable year. : 


The tax may be paid in four equal installments on March 
15, June 15, September 15, and December 15. Except for the 
first installment, which is due without any bill or notice, pay- 
ment need not be made until notice of assessment has been 
given. Payment of the whole tax may be made on or before 
the due date of the return, but no discount is allowed where the 
return is filed on a fiscal year basis. The installments are due 
when the return is due on the fifteenth day of the third, sixth, 
and ninth months thereafter. 


Penalties. There are penalties imposed for a failure to 
make the return at the proper time, the making of a false return, 
or the failure to pay installments when due. Detailed informa- 
tion with reference thereto can be found in the Treasury Regu- 
lations and the Act. 


INCOME TAX QUESTIONS AND PROBLEMS 


1. Name two conditions under which corporations may 
file consolidated returns and the requirements of evidence of 
affiliation. CE coms 


2. Are contributions made by a corporation to religious, 
charitable, scientific or educational corporations deductible from 
gross income for purpose of ascertaining net taxable income? 


Gig Ray ahs 


3. In the preparation of consolidated returns under the 
Federal Income Tax Law, on what basis would you apportion ° 
the tax among the several corporations? Inst. Ex. 


4. To what extent are salaries of officers and bonuses 
given to employes deductible in computing the net income of 
corporations under the federal income tax law? Inst. Ex. 


QUESTIONS AND PROBLEMS 227 


5. A New York corporation received during the year divi- 
dends amounting to $2,000.00 on stock of a Massachusetts cor- 
poration owned by it and $1,000.00 on stock of a British corpor- 
ation owned by it. . 

Do these dividends constitute taxable income of the New 
York corporation under the federal income tax law? 


Inst. Ex. 


6. Designate the following named expenses that are al- 
lowable deductions in computing the income tax of a domestic 
corporation: 


Donation to American Red Cross. 

Donation to a local hospital. 

Donation to the County Fair Association. 

Donation to committee for paying expenses for political con- 
vention to be held in home town. 

National Political Campaign Expenses. 

Local Political Campaign Expenses. 

Fine for violation of Child Labor Laws. 

Membership fee of Chamber of Commerce. 


Life insurance premiums on lives of officers, the corporation 
the beneficiary. 


Life insurance premiums on lives of officers who are the bene- 
ficiaries. Cast Aw ex. 


7. A corporation owns and operates a rolling mill. In 
its expense accounts for the current year are the following items 
of disbursement: 3 

$1,000.00 to Red Cross for services of nurse and for medicines 

at the mill’s emergency hospital; 
500.00 to the war chest (a local community fund); 
100.00 annual dues in National Mill Owners’ Association; 
500.00 to a local hospital for beds provided solely for the 
use of the employes of the corporation; 
250.00 tothe Society for the Prevention of Cruelty to Children. 

Specify which, if any, of these items the corporation may 

deduct from its gross income in determining its taxable income. 


Inst. Ex. 


8. In 1909 A and B formed a corporation for the purpose 
of conducting the business then carried on by them under a 
partnership, the capital stock being divided equally. B died 
on June I, 1917, bequeathing his shares of stock to his son Z 
by will. Because of B’s death, the corporation ceased active 
business and began to liquidate. From time to time assets 
were disposed of and dividends were declared and paid from 
the moneys received. What is the status of such dividends 
for federal income tax purposes, assuming the dividends were 
paid during the current year: 


(a) As regards A? 
(b) As regards Z? | Inst. Ex. 


9. The A. B. C. Co. agreed to pay its general manager 
a bonus of 10% of its net profits per year, after deducting federal 
income taxes, the bonus being a deductible expense in determin- 
ing the net taxable income. After the books had been audited, 
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it was found that the net profits before deducting the federal 
income tax, and before deducting the bonus, amounted to 
$470,000.00. 


Calculate the amount of the bonus and federal income tax, 
proving your answer by showing that the bonus amounts to 
exactly 10% of the profits after deducting the federal income 
tax. 


10. The books of a Retail Installment Furniture Dealer, 
covering the two years, 1922 and 1923, show the following: 


ASSETS: 
Dec. 31,1921 .Dec. 31, 1922 Dec. 31, 1923 


Cash ay ie atta ae a et § 8,000 $ 15,000 $ 20,000 
Installment accounts...... 25,000 60,000 120,000 
Inventory of Mdse........ 15,000 35,000 50,000 
$48,000 $110,000 $190,000 
LIABILITIES: 
Accounts Payable......... $ 5,000 $10,000 $ 25,000 
Notes Payable...) sis. 5,000 35,000 50,000 
Capita lietock acini ucgen 30,000 30,000 30,000 ° 
SHTONIS.. Pee he rok 2th ues 8,000 35,000 85,000 
$48,000 $110,000 $190,000 


Year ending Year ending 
Dec. 31, 1922 Dec. 31, 1923 


salaries'to ofacersyis. licens meee aes 2000) $ 5,000 
Cost of merchandise sold............... 18,000 34,000 
Salesmen’s commissions... ../4. ..¢44 hee 5,000 8,000 
Rents ch ie esd tie ees Sen 1,000 1,000 
Miscellaneous expense...............4- 1,000 2,000 
Profitseatned in cook cae eae 27,000 50,000 

$54,000 $100,000 


The collections in 1922 amounted to $19,000.00, of which 
$10,000.00 was I921 accounts, and the collections in 1923 
amounted to $40,000.00, of which $15,000.00 was I92I accounts. 
The returns were made up and the income returned according 
to the books and you are asked to redetermine the income tax, 
under the current regulations. 


(a) Prepare journal entries that will change the books 
in accordance with the current regulations. 


(b) Recast and prepare a Balance Sheet for Dec. 31, 1922, 
and Dec. 31, 1923. 


(c) Prepare Statements of Profit and Loss for the two 
years, 1922 and 1923, showing taxable income. 
I Sed Waid 5 


Unit Thirty-One 


FEDERAL INCOME TAXES 
ADMINISTRATIVE PROVISIONS 


Time for Payment of Tax. The tax, unless paid at the 
source, is to be paid to the Collector of Internal Revenue in 
four equal installments, the first at the time fixed by law for 
filing the return and the others at intervals of three months 
thereafter, or, at the option of the taxpayer, the whole tax may 
be paid in a single payment on or before the time fixed by law 
for filing the return, or such time as may be extended by the 
collector or the Commissioner. 


An unconditional extension of time for filing a return will 
postpone the date for payment of the first installment until 
the expiration of the period of the extension, but will not post- 
pone the date of the payment of the other installments unless 
the Commissioner so provides in granting the extension. Upon 
failure to pay an installment on time, all of the tax remaining 
unpaid becomes due and payable upon notice and demand by 
the collector. Upon recomputation of the tax, if the amount 
already paid exceeds the correct amount of the installment or 
of the whole tax, the excess shall be credited against subsequent 
installments or other similar taxes then due from the taxpayer, 
or, if there is no such tax or installment of tax, such excess shall 
be refunded to him; but if the amount already paid is less than 
the correct amount of the installment or tax then due, the dif- 
ference or deficiency, together with interest thereon at 6 per 
cent. per annum from the time the tax was due, or if paid on 
the installment basis, on the deficiency of each installment from 
the time the installment was due, shall be paid upon notice and 
demand by the collector. 


Nonpayment of Tax—Interest and Penalty. Where 
the time for the payment of any installment of the tax is post- 
poned at-the request of the taxpayer, interest at the rate of 
6 per cent. per annum is added from the original due date until 
paid. Except in the case of estates of insane, deceased, or in- 
solvent persons, if any tax remains due and unpaid for 10 days 
after notice and demand by the collector there shall be added 
as part of the tax 5 per cent. of the amount due but unpaid, 
plus interest at the rate of 12 per cent. per annum from the 
due date, except that the interest on any amount which is the 
subject of a bona fide claim in abatement filed within 10 days 
shall be at the rate of 6 per cent. per annum and the 5 per cent. 
penalty shall not be added. Upon receipt of notice of rejection 
of claim in abatement the collector will notify the claimant and 
demand payment of the tax. If the tax is not then paid within 
10 days the 5 per cent. penalty will be assessed on the amount 
of tax not abated. If abatement of the entire tax was not 
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requested and the balance of the tax was not paid within the 
required 10 days, the 5 per cent. penalty accrues immediately 
on such balance. Interest is to be added in all cases in which 
the demand of payment is made of the taxpayer personally, 
although he subsequently dies, or becomes insane, or insolvent 
so that collection of the tax is made from his estate in the hands 
of his representative; but the estate of a deceased person, re- 
gardless of the date of his death, or of an insane or insolvent 
person, cannot be charged with liability to the 5 per cent. pen- 
alty on account of his or the fiduciary’s delinquency in making 
payment of the tax. 


Penalty for Failure to File Return. In case of failure 
to file a return on time, a penalty of 25 per cent. of the amount 
of the tax is added to it unless the return is later filed and failure 
to file it within the prescribed time is satisfactorily shown to 
the Commissioner to be due to a reasonable cause and not to 
willful neglect. Two classes of delinquents are liable to penalty: 
(a) Those who do not file returns and for whom returns are 
made by the collector or Commissioner; and (b) those who 
file tardy returns and are unable to show reasonable cause for 
the delay. A taxpayer who files a tardy return and wishes to 
avoid the penalty must make an affirmative showing of all the 
facts alleged as a reasonable cause for failure to file the return 
on time in the form of an affidavit, which should be attached to 
the return. If such an affidavit is furnished with the return or 
upon the collector’s demand, the collector, unless otherwise 
directed by the Commissioner, will forward the affidavit with | 
the return, and if the Commissioner determines that the delin- 
quency was due to a reasonable cause and not to willful neglect, 
the 25 per cent. penalty will not be assessed. If the taxpayer 
exercised ordinary business care and prudence and was never- 
theless unable to file the return in the prescribed time, then the 
delay is due to “reasonable cause.”’ 


Collection of Tax by Suit. Taxes, fines, penalties, and 
forfeitures may be sued for and recovered in the name of the 
United States in the district courts of the United States. A 
suit or proceeding for the collection of tax due under the Revenue 
Act of 1921 may be brought at any time after the tax becomes 
due if the return filed by the taxpayer is false or fraudulent 
with intent to evade tax or if the taxpayer failed to file a re- 
quired return. 


Collection of Tax by Distraint. If any person liable to 
pay any taxes neglects or refuses to pay them within ten days 
after notice and demand, it shall be lawful for the collector or 
his deputy to collect such taxes with 5 per cent. additional and 
interest at 12 per cent. per annum by distraint and sale of goods, 
chattels or effects, including stocks, securities, and evidences of 
debt, or other property or rights of property, of the person 
delinquent. When goods, chattels, or effects sufficient to sat- 


ADMINISTRATIVE PROVISIONS 231 


isfy the taxes and penalties imposed upon any person are not 
found by the collector or deputy collector, he is authorized to 
collect such taxes by seizure and sale of real estate. 


Assessment of Tax. When the returns are received at 
the collectors’ offices they are examined and listed before being 
forwarded to the Commissioner. As soon as practicable after 
returns are received in the office of the Commissioner they are 
carefully audited in connection with any reports of examination 
that may have been made by agents of the Department. If 
error in the amount of tax as stated in the return is detected 
the tax is recomputed and if the amount is less than that shown 
in the return, the excess will be credited or refunded. If the 
amount is greater than that shown in the return, the taxpayer 
shall be notified thereof and shall have the right of an appeal 
and a hearing before an assessment is made. As soon as prac- 
ticable, therefore, after a return is filed, it is examined and if a 
tax or a deficiency in tax is discovered, the taxpayer shall be 
notified thereof by letter in which he shall be given a reasonable 
time in which to protest and file exceptions specifying the 
reasons why the tax or deficiency should not be assessed. The 
amount of tax due must be determined and assessed within 
four years after the return was filed with the following excep- 
tions: (1) Where the Commissioner and the taxpayer may 
consent, in writing, to a later determination, assessment and 
collection of the tax. (2) In the case of income received during 
the lifetime of a decedent all taxes due thereon shall be deter- 
mined and assessed within one year after written request there- 
for by the fiduciary or legal representative of the estate of such 
decedent. (3) In the case of a failure to file a required return 
the amount of tax due may be determined, assessed and col- 
lected at any time after it becomes due. (4) In the case of a 
false or fraudulent return with intent to evade tax the amount 
of tax due may be determined, assessed and collected at any 
time after it becomes due. 


Where a taxpayer has had an opportunity to file an appeal 
and show cause or reason why an additional tax or deficiency 
in tax should not be paid no claim in abatement of the amount 
assessed shall be entertained, but in such a case, if the taxpayer 
desires to contest the assessment he should pay the tax and 
file a claim for credit or refund. 


Receipts for Tax Payments. Upon request a collector 
will give a receipt for each tax payment. In the case of pay- 
ments made by check or money order the canceled check or 
the money order receipt is usually a sufficient receipt. In the 
case of payments in cash, however, the taxpayer should in every 
instance require, and the collector should furnish, a receipt. 


Specific Penalties. A penalty of not more than $1,000.00 
attaches for failure punctually to make a required return, whether 
of income, withholding or information, or to pay or collect a 


232 PUBLIC ACCOUNTING AND AUDITING 


required tax. If the failure is willful, however, or an attempt 
is made to defeat or evade the tax, the offender is liable to 
imprisonment and to a fine of not more than $10,000.00 and 
costs. In addition to these specific penalties ad valorem penal- 
ties are imposed in various cases. An ad valorem penalty is 
assessed and collected as a part of the tax, while a specific pen- 
alty is enforceable only by suit. 


Final Determination of Tax or Penalty. The Revenue 
Act of 1921 provides a method whereby a determination by the 
Commissioner of the amount of tax or penalty due may become 
finally conclusive upon the making of an agreement to that 
effect between the taxpayer and the Commissioner with the 
approval of the Secretary. Such agreement may be made where 
the taxpayer has (1) without protest paid in whole any tax or 
penalty, (2) accepted any abatement, (3) accepted any credit, 
or, (4) accepted any refund, based upon a determination and 
assessment by the Commissioner. When such agreement is 
entered into, the case shall not be reopened or the determination 
and assessment modified by any officer, employe, or agent of 
the United States, and no suit, action, or proceeding to annul, 
modify, or set aside such determination or assessment shall be 
entertained by any court of the United States, except upon a 
showing of fraud or malfeasance or misrepresentation of fact 
materially affecting the determination or assessment thus made. 
In case the taxpayer is a corporation, a certified copy of the 
minutes of the board of directors authorizing an officer or officers 
of such corporation to enter into such agreement shall be filed 
with such agreement at the time of the execution thereof. Such 
agreements shall be executed in duplicate, one to be placed in 
the files of the case in the bureau and one to be given to the 
taxpayer. 


INCOME TAX PROCEDURE 


In the preceding pages, the Revenue Act and Regulations 
have been interpreted with a view to providing a working 
knowledge of the Law and Regulations. Having acquired this 
working knowledge, a study of procedure is next in order. To 
provide suitable material for discussion and to demonstrate the 
procedure in making returns and computing taxes, two prop- 
ositions will now be submitted and solved. The first of these 
propositions relates to the return of an individual, while the 
second relates to the return of a corporation. 


Proposition A 


As an accountant, you are consulted by P. S. Spangler, 
who wishes you to prepare his income tax return for the current 
year ending December 31. You undertake the engagement and 
proceed to prepare the necessary working papers for his return. 
An analysis of his personal account taken from his books reveals 
the following information: 
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P. S. SPANGLER 
Analysis of Personal Account 
Calendar Year Ending Dec. 31, 19__ 


Balance, Jan. 1 (beginning of year).......... $ 922,738.05 
Household Expenses. 820 0 Son ae Peg $ 15,824.57 
Withdrawals gow tear ee ei hae ac ee 2,290.00 
School Expenses—James............00...05 422.60 
School Expenses—Virginia.................. 384.42 
salaryeerrivate Secretaryis offi wy bate) a 1,400.00 
UAL apse LEE’ sree tae Be vee Cs at Ses ak a choo 750.00 
AEOUTOUIUE ER MONSCR pol cosh ree Guta. 6 1,080.63 
Personal Withdrawals and Expenses......... 6,228 .33 
Contributions to Educational and Charitable 

COL POralions pot eia Ai a ae tioaiy se baa 61,586.68 
Wilts tomPersongie tye ie scotia due hl bate, 725.00 
Local Benehtilaixesnrat nae ton ui at 433.70 
Personal Property and Real Estate Taxes... 590.29 
Federal Income Tax (applicable to preceding 

VEST yr en iin lnennmeere tn cas tame e cam py WA: 20,191.46 
Interest‘on Personaliloans: i800), Fey pees 290.55 
Interest on Loans to carry tax-free Municipal 

EGR ees Atif ae nner eee Ltn ea Sk dik 109.04 
Bad Debts Written off. ........... Siete ut 550.00 
Lossdronr oalés-of Bonds oe ern: 1,115.50 
Compensation as Trustee for G. L. Spangler 

ROSEALO OE Rehan amen phere ancep cet axis 4% dal 500.00 
Salary (Spangler and Bowman).............. 5,250.00 
agave NheYs gl EF at) Re URN NRE Ai at edie enn ae 1,067 .56 
PEOo a ronh males Ol LOCK ie yo tins fo oa es 11,237.66 
Income from Estate of G. L. Spangler........ 7,163.25 
DHEOC RSE UIVICLETIAS ue caly Cree Ah wale eh ihre pete 1,100.00 
PeAShLIViGends ia whity aykee een ae haar DN et) 41,733.75 
Municipal Bond Interest (principal $39,250.00) 1,687 .13 
Corporation Bond -l nterestivay. se frees ea. 13.774 74% 
PIPPCHOIEY NEES Hoke Ce Caan ly We tistics goles 65.00 
Distributive Share of Profits (Spangler and 

PSCANMETIALD) Moot PLAC Cy Ly RRC A ROE Ca MSR et 68,945.73 
FETE AG cies teen ech aint altel eb oi cl AL? 2,442.09 
Interest On liberty Bonds sick. f.-0 54 ne ds 1,862.50 


Balance, Dec. BTS LOMCVOL VERE) iets Aa aie Luss 965,593 .36 
$1,079,566.13 $1,079,566.13 


Information Obtained from Audit of Books 


Household Expenses. Among these expenses were found 
luxury taxes amounting to $126.00. 


Children. There are two children—James, 19, who is 
attending university, and Virginia, 16, attending boarding 
school. Virginia owns some corporation bonds in her own name. 
The interest received from these bonds during the current year 
amounted to $61.25. 


Private Secretary. The duties of Mr. Spangler’s private 
secretary included the handling of his correspondence, the 
keeping of his books, etc., all of which are regarded as business 
duties. 
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Automobile. The automobile owned by Mr. Spangler is 
used principally as a means of transportation between his resi- 
dence and office. He claims no deduction for expenses thereon. 


Personal Withdrawals. Among Mr. Spangler’s personal 
withdrawals were found taxes on club dues amounting to $39.33. 
There was also included in his withdrawals payments to brokers 
—J. R. Hutton & Co.—totaling $5,000.00. The broker’s 
monthly statements for the year were examined and none of the 
transactions recorded on their books had been recorded on 
Mr. Spangler’s books, nor could the balance on December 31 
be found among Mr. Spangler’s accounts receivable or invest- 
ments. A summarization of these monthly statements reveals 
the following: 


Balance, January I See ane of ra SEES: $ 5,733.60 
Cash Received During Year.. Role Ree ee 5,000 .00 
stocks ‘Purchased 2. Wiawon kore 27 oh ane ee eee $62,336.90 
tOCks, wold (COStES60,320125) eer aecm ea fuer 71,940.85 
‘Transter Taxi6n)Salesiiiai i) pei a ee er 24.00 
Commissions on Purchases and Sales............ 424.75 
Interestson Monthly Balancésit, +: a5 “asas cane 261.58 
Dividends Received: J ae ee ee _ 2,420.00 
Balance, Decx3y7 fend lot year) i... scene 22,570.38 


$85,356.03 $85,356.03 


Trading Profits. These profits refer to transactions in 
corn, oats, rye, etc., on the board of trade. The gross profits 
on these transactions amounted to $1,725.00, from which has 
been deducted, according to the invoices from the commission 
house, taxes of $273.40, commissions of $341.19, and expenses 
of $42.85. The brokers were J. R. Hutton & Co. 


Sales of Stock. An inspection of the sales of stock shows 
that these had been correctly recorded with the exception of 
Cumberland Preferred, 100 shares of which were sold at 9314 
(par 50) during the year and profit taken on the basis of cost 
price which was 50 in 1908, whereas, on March 1, I913, this 
stock, which is listed, had a “‘bid”’ ‘and “asked” price of 6014%- 
6114. The evidence would indicate that the exchange quotation 
represented the fair market value of the stock on that date. 
The total selling prices were $104,735.30; the total cost, 
$93,497.64. 


Sales of Bonds. All bonds sold were acquired after 
March 1, 1913, the selling price being $11,739.50; the cost, 
$12,855.00. 


Estate. Mr. Spangler and his brother, F. L. Spangler, 
are income beneficiaries of the estate of G. L. Spangler. The 
estate’s assets consist exclusively of stocks and Mr. Spangler’s 
portion consists of cash dividends, $7,250.00, less his portion 
of the trustee’s current expenses amounting to $86.75. 


Stock Dividends. The stock dividends were all declared 
and received during the current year. 
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Cash Dividends. Investigation revealed the fact that 
certain cash dividends which were declared and payable on 
December 30, but which were not received until January 5, 
following the close of the calendar year, were not included in 
the total of $41,733.75. These dividends amount to $1,235.00. 


Partnership. The partnership of Spangler and Bowman 
is a trading business to which Mr. Spangler devotes about one- 
half of his time. The fiscal year of the partnership ends October 
31, and the amount credited as his distributive interest repre- 
sents his share of the profits for the year ending on that date. 
The partnership owns stock in the Utah Copper Co., and Mr. 
Spangler’s share of the dividends during the year were (a) cash 
dividends $1,725.00 and (b) stock dividends $3,000.00. The 
stock dividends were declared on October I and paid on Nov- 
ember 12 of the preceding year. According to the statement 
of the corporation, $1,650.00 of these dividends represents 
earnings of the calendar year in which they were paid, while 
$1,350.00 represents a distribution of the earnings of the pre- 
ceding calendar year. 


Rentals. The amount stated is net and consists of the 
following: 


Gross rentals from factory building occupied by American 
Steam Pipe Co., $3,750.00; depreciation, $1,050.00; taxes, 
$228.60; repairs and up-keep of property, $29.32. 


Interest on Liberty Bonds. The interest on Liberty 
bonds consists of the income from $20,000.00 of the Second 
Liberty Loan and $25,000.00 of the Fourth Loan. Of the 
latter, $18,750.00 were originally subscribed for. 


Solution 


Working Sheet. Having completed an audit of Mr. 
Spangler’s books, it is now possible to set up a Working Sheet 
from the available data. The purpose of this is to gather all 
the information together for ready reference in making up the 
return and in computing the tax. This is not required but will 
be found of great aid in a proposition so complicated as this 
one is. After the return is made up the Working Sheet, together 
with all the working papers of the accountant, should be kept 
on file under the name of the client for future reference in the 
event the Treasury Department asks for additional information 
in regard to any of the items on the return. It is not infrequent 
that the taxpayer is asked to furnish additional information. 
Of course, the taxpayer expects the accountant whom he em- 
ploys to make the return to take care of any subsequent matters 
which may come up in connection with the return. The ac- 
countant will frequently find himself called upon to furnish 
information many months and even years after the return is 


filed. 
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Adjustments. Certain adjustments are required to prop- 
erly state Mr. Spangler’s income owing to the fact that the 
audit reveals the books of account do not show Mr. Spangler’s 
true income for income tax purposes. The following is an ex- 
planation of each of the adjustments appearing in the adjust- 
ments columns of the Working Sheet. 


(a) Income of Minor Child. From the statement of 
the proposition, it will be noted that Virginia, a minor child, 
owns corporation bonds in her own name from which interest 
amounting to $61.25 was received. 


The Revenue Act provides that, in absence of proof to 
the contrary, a parent is assumed to have the legal right to 
the earnings of the minor and must include them in his return. 
The only exception to this is in the event the minor has been 
emancipated by the parent. In this event, the minor’s earnings 
are his own income and such earnings, regardless of amount, 
are not required to be included in the return of the parent. 
Virginia’s income from interest on the corporation bonds should 
be included in Spangler’s taxable income. 


(b) Broker’s Account. The income resulting from deal- 
ings in stocks and bonds or grain, as evidenced by the broker’s 
account with Spangler, should be included in Spangler’s taxable 
income regardless of whether or not it has actually been received 
during the calendar year. The account is typical of what is 
known as margin accounts. The tax and commissions are 
computed on the sales price and have been deducted therefrom. 
Interest and dividends are allocated to their respective places 
in the return. Stockbrokers are required to furnish information 
regarding customers on a special form when called upon to do 
so by the Commissioner of Internal Revenue. This is known 
as a Return of Information. The amount to be credited to 
income in the adjustment column of the Working Sheet is 
found as follows: 


slate a Paar) (a RR Cate NORA as Bo get a PR GR A $71,940.85 
Less: 

PLPADSIELs PAXOM AGIOS. Maliirele Sus earn Te ek sien aa $ 24.00 

Commissions on Purchases and Sales.......... 424.75 448.75 
MGEISS IES OE. Mein wars aaa Cheon feo De Vik We $71,492.10 
Lesa at Ost Ot OtOCKS SOI ss fry Vics Seley ese aaa 66,320.35 
INGER Ponte acre ee ene emer RAN ues sit hp RIL $ 5,171.75 
Deduct: 

Interest on Monthly Balances................ $ 261.58 

Dividers RECenved fon diet seh pad ge ake 2,420.00 2,681.58 
EIGCOMIE 101 DEUS COORTEC tate conta cha) las ata teins Meciat aes $ 7,853.33 


(c) Dividends. Dividends are considered as income of 
the year in which they are set apart for the stockholder and are 
taxable to the stockholder as of that year. For this reason, the 
cash dividends which were payable on December 30 but which 
were not received until January 5 should be included in the 
income for the calendar year ending December 31. These 
dividends amount to $1,235.00. 
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Exclusions. Under the provision of the Revenue Act and 
the Regulations, certain classes of expenditures are not to be 
treated as deductions, and, on the other hand, certain classes 
of income need not be reported. The following expenditures 


cannot be claimed as deductions: 


Household’ Expenses: 16 2o5 iui rec eee nk ee erie ae er $15,698. 59 
Withdrawals by Wiles ss}42 0 is eee ee eh ee eee 2,290.0 
School Expenses—sJames: Sie het sete ences aie open ence le one 422 ee 
school expenses V irbrinia yee et, Sita et ne elton sn a ee 384.42 
Salary——-Chautierts oe 2 saeco ie A tei tee eRe eee cee 750.00 
Automobile Expenses sys Ucn an sikh eee ie ee ee 1,080.63 
Personal Withdrawals and Expenses. . hen 6,189.00 
Contributions to Educational and Charitable Corporations. 38,619.23 
Giltssto Persons. 2c... Gay ees Bean a Rens coh tena es coy Bieter ton ree 725.00 
Local Benefit Taxes) )))0 ic cis Ate ie Pe iets hiatal Buenas 433.96 
Federal: income<[ax, goa. nt ea OF es Se Soh ones Aes 20,191 .46 
Interest on Loans to carry tax-free Municipal Bonds.......... 109.04 
Dota). lec Oc ens ote eae a eee ye CEES, ee $86,893 .67 
The following income need not be reported: 
ae between cost and market value of stocks at March 1, 
AA enV RSA LAist APCS erg Bok A olan Dare dalpene Teds _ $1,100.00 
Seat DiVidendss fe Fa enw ce ae eLL a e oce ht he eae hc aah Me eer 1,100.00 
Municipal Bond: nterestwry ik ie eceees ition oie Pie aes 1,687 .13 
Profits (in form of stock dividends from firm of Spangler and 
Bowman oe ea EL ete ce ten ne eta tee even ee ene 3,000.00 
Tntereston Liberty: Bonds weed) ii kie connee al ore aes 1,862.50 
"TOt a Sd eae os ee RO oat nL Set ST See ets $8,749 .63 
SPANGLER’S INCOME TAX RETURN 
Income 
Salary (Spangler and Bowman)......... $5,250.00 
Compensation as Trustee.............. 500.00 
Directors) Hees ieee tai sme 65.00 
Interest: 
Interest on Bonds (Virginia)......... $ 61825 
Interest on Monthly Balances, 
(Broker’s/Account) 90.5.0 vee ae 261.58 
Corporation Bond Interest........... 13,773.41 14,096.24 
Income from Partnership (Spangler and 
Bowinarn) agus Saar ie Sane er 64,220.73 
Rentals sy veh ea ieee cae ee 31750 .00 
Profits 
PL PAC go. Hae a Wai erat be eae $ 1,067.56 
SAIOSIOF LOCK is Wak cteane ted reke reget Ree ners 10,137.66 
Sales of Stock (Broker’s Account)... 5,171.75 16,376.97 
Dividends (Domestic corporations): 
Cash Dividends tala. eal cig daler ai $42,968.75 
Cash Dividends (Utah Copper Co.)... 1,725.00 
Cash Dividends, 
(Estate of G. L. Spangler). ........ 7,250.00 
Dividends on Stocks, 
(Broker SPAccount).0 ects ae onsen 2,420.00 54,363.75 
Gross Incomes vaya ried Agana ates $158,622.69 


(Concluded on page 239) 
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Deductions 


Interest on Personal Loans. ..... 2.2 :...% $ 290.55 
Taxes: 

ETOPCEUV ee ek eee ts eee $ 590.29 

SSUK ORG ce ie ne ee toh 126.00 

Nala Uea is secs Beet Mote ne ky yt. 39.33 755.62 


SONETIDIUCIONSS Gis ae aoe alae ae ce 22,967 .45* 
Bad Debts Written Off................ 550.00 
Salary (Private Secretary)............. 1,400.00 
Portion of Trustee’s Current Expenses. . 86.75 
osstrom cates of Bonds yicseelns oc ele 2 1,115.50 
Expenses American Steam Pipe Co.: 

WWCTITECIARIOINE) we ahah eae ta tgs st ak $ 1,050.00 

ee CE eh ak teh Fe el ly Ae 228 .60 

Repairs and Up-keep................ 29232 1 1:307 92 


Total Deductions Authorized by Law... 28,473.79 


INGE MeCOme et et CTC Ee Nel oy eh Go iG) $130,148 .90 


ING GL CONG: Novia. ciemish, se ete od Aachen he $130,148.90 
Credits: 
Gash Dividetids iacjstieg ied Chee ba os $42,968 .75 
Cash Dividends (Utah Copper Co.)... 1,725.00 
Cash Dividends (Estate of G. L. 
SAD SIET Ve See metas we a oa oa 7,250.00 
Dividends on Stocks, 
(Broker stAccountiin tut. ccs o's 2,420.00 $54,353.75 


Persona DiS XempuOn 5+ .cts fae sae as eee $ 2,000.00 
Dependents: (Virginia); ooo oon. ws 400.00 2,400.00 56,753.75 


Income Subject to Normal Tax......... $73,395.15 


Normal Tax: 
BEANO OO; OAT Se ee keene ore $ 160.00 
CORO STS (Oy Og oes ete Ce We ey acs } 5,551.61 


$73,395.15 Total Normal Tax... ® 5,711.61 


Surtax: 
INGE OCOINEH. ors ney Gh Re enone ge $130,148.90 
FURGOIDUION ue) sane ee ee ae, Aleve 6,000 .00 


Balance subject to Surtax........... $124,148 .90 
$124,148.90 @ graduated rates......... 36,931.47 


‘Potalbax cera ci eta rete wee vee $42,643 .08 


*CONTRIBUTIONS. Contributions are deductible to an aggregate 
amount not in excess of 15% of the taxpayer’s net income computed without 
the benefit of the deduction for such contributions, hence, to ascertain the 
amount of the contributions to be treated as an allowable deduction, it is 
necessary to first compute the net income without claiming any part of the 
contributions as a deduction. The Working Sheet shows a net taxable 
income of $130,148.90. Eliminating any deduction for contributions will 
result in a net income of $153,116.35. Hence, 15% of $153,116.35 =$22,967.45. 


240 PUBLIC ACCOUNTING AND AUDITING 


Proposition B 


You are asked to make up an income tax return for The 
Radio Manufacturing Co. and are furnished with the following 
Comparative {Balance Sheet as prepared by the company’s 
chief accountant. 


THE RADIO MANUFACTURING CO. 


Comparative Balance Sheet 
Beginning and Ending of Current Year 


ASSETS Beginning of Year Ending of Year 

ash Cece tM BNI ie) Meet ame NGL Ne Ree ey $ 23,220.00 $ 34,363.00 
Accounts Receivable, WG aad eas 290,664.00 261,270.00 
Inventories: 

Raw Materiais ay cance heim a ee eae te 46,980.00 77,616.00 

Finished and Partly Finished Goods.. 108,756.00 140,625.00 
Deferred Charges to Operations. ........ 900 .00 1,260.00 
Invest. in Bonds—Nat’l Acme Co........ 27,000.00 22,000.00 
Invest. in Com. Stock—Nat’l Acme Co... 36,000.00 27,000.00 
Investment in Sinking Fund............ 9,000.00 18,405.00 
BEN ets Onn OR DONE dU aly ARTs 6,000 .00 ~ 5,850.00 
pS LELUCG UTE Tog. HOM MERRIE RN ek ei ee elbiy « Fall bie A 169,200.00 I9I,I51.00 
Machinery and Equipment............. 196,200.00 207,450.00 
GOOG WALL aaron ero ae i HAG tee pine 90,000.00 90,000.00 
Discounton Bonds (es Vee woee wes ae 17,100.00. 16,200.00 
Discolmt Gn Stock is cis eens ee wre pel TL ey Dea erecta 900.00 
Organization Expenses 2) pie ee 2,700.00 2,250.00 


$1,023,820 .00 $1,086,340 .00 


LIABILITIES AND CAPITAL 


Bank Loansieon ita cea seen. cere $ 67,500.00 $ 56,250.00 
Accounts Payable auc 2criaien wise eee 197,496.00 188,838 .00 
Acerued (Interest visa a ite wetaae eeu 5,400.00 5,400.00 
Accrued: Wages. ti. ee c vans aftyian cea 2,304.00 3,483 .00 
Accrued Property laxésve eo saan oy 1,350.00 1,620.00 
Accrued |Mederal Taxes). ou os ie 26,000)0057) Vines 
Reserveifor, Bady Debts voor eee aan 9,000.00 9,900.00 
Reserve for Depreciation. .............. 70,380.00 99,585.00 
First Mortgage 6% Bonds— 

Dated hele due 1/1/30. . cae 180,000 .00 180,000 .00 
Preferred: Stocks is eat ee ia aa een 180,000.00 180,000 .00 
COMTIOM LOCK) ay alias ere a ee LP as 135,000.00 225,000.00 
Sinking Fund Reserve. ..... 000). .0.05 0005 9,000.00 18,405.00 
SUIS bine ute cree miata sie ieen eck nee anemerae 85,290.00 117,859.00 
Capital Surplus arising from Donated 

Pel sya) el LER rg ipa terete ness AE ede DEAE Aaa 78 45,000.00 


$1,023,820.00  $1,086,340.00 


A Balance Sheet audit reveals that the statements sub- 
mitted are correct and show the true financial condition of the 
company as of the beginning and ending of the year under audit. 
An analysis of the Profit and Loss and Surplus accounts reveal 
the following information: 
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Analysis of Profit and Loss Account 


Debit Credit 
DALE Maa ens aT emcee fale atid ies we ile Gs $1,534,885 .00 
Raw MaternalPurchases nk a yaks $1,224,000 .00 
ETECT CATIOl. Gay a arene Ete eke «delete « 112,860.00 
Hesrel gent Agcy hOWeree canine! ki Vatres ide 19,467 .00 
FSG aALGS ren nee ceaeti a ae aM che Alaris fey Clee aya te 2,214.00 
MACtOrie | Axcess ic de Se ete Re, ae 2,790.00 
Depreciation on) Buildings*(3%) 32 os 6) 25 008. 6,480 .00 
Depreciation on Machinery (10%)............. 22,725.00 
Miscellaneous Factory Expenses............... 25,560.00 
PU VET Car tee wal oe eee reenedy eer ele age ioe sees 155,736.00 218,241.00 
Prowmsion 1OL baci Weters net oy oa bale oe 2,700.00 
OTR Cre Era TAL IOG (Ri Aah ere ere hal. aa stn als vas 15,750.00 
Other Administrative Expenses................ 24,300.00 
SCI G PE XDENSES ited ay Ek Stade el leel dg whe he 44,010.00 
Dividends Received (May 1).................. 3,600.00 
Interest on Notes Receivable.................. 2,628.00 
Hrotit on oalevot Nat iAcme Stock corsa. 4,500.00 
Loss on Sale of Nat’! Acme Bonds............. 525.00 
Loss through Pay Roll’) Robbery. . 4.020456... 5,310.00 
Federal Taxes paid in excess of Reserve......... 3,780.00 
TULETeS RE Ald ODED ONUSE Ne ost Gh i ooes oes a 10,800.00 
Discount on Bonds Amortized. ............... 900 .00 
Mtherumtereat Paid se hoe ce alia ue isle Salida ge 2,178.00 
Organization Expenses Amortized............. 450.00 
Balance—Net Profits carried to Surplus........ 81,319.00 


$1,763,854 .00$1,763,854 .00 


Analysis of Surplus Account 


Balanceiat' Beginning of Years... 3. o.cese baa $ 85,140.00 
INGCIEROUCS TODS ULTeNEeY CATs. oie wale Peis ta eats 81,319.00 
Cash Dividends: 
February 26—5% (Common)............... $ 6,750.00 
Marehi17--15 94. (Common). oe ees. bs 20,250.00 
Ve Weare a LE LOLEI Ted ine ee ont a alvin e ocilels thas 12,600.00 
Appropriation for Sinking Fund Reserve....... 9,000.00 
Maltnecs eine Ore eats rims santas coo rine 117,895.00 


$166,495.00 $166,495.00 


Additional Information 


The corporation was formed on July 1, 1910, taking over 
the assets and good will of The American Manufacturing Co. 
The vendors received $84,150.00 preferred stock on account of 
the tangible assets, and $90,000.00 common stock for the good 
will. Land owned by G. R. Hill, the principal stockholder, was 
turned over to the corporation in exchange for 60 shares of 
preferred stock, although its value was $15,000.00. The val- 
uation of $15,000.00 is substantiated by appraisals made at that 
time. Common stockholders donated back to the corporation 
one-half of their holdings for the purpose of raising working 
capital; this stock was sold in 1910 at 90, and the discount 
absorbed in the operating expenses of 1910 and torr. On July 
I, 1916, an additional 1,000 shares of preferred stock were sold 
at 108, and the premium credited to Surplus. A stock dividend 
in common stock was declared and paid on the same date amount- 
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ing to $50,000.00. On July 1 of the current year a stock dividend 
amounting to $50,000.00 was declared out of Capital Surplus 
and paid. On July 5, 500 shares of common stock were sold 
at 98. 

Organization expenses originally amounted to $4,500.00. 
From time to time amounts have been charged off against 
operating profits. 

The stock and bonds of the National Acme Co. represent 
purchases in I910 at par—360 shares of stock and 27 $1,000.00 
bonds. 90 shares of stock and 5 bonds were sold June 18 of the 
current year at $150.00 and $895.00 each, respectively. On 
March 1, 1913, the stock was selling for $110.00 and the bonds 
at $850.00. 

Depreciation has been provided on the basis of 1913 valu- 
ations plus subsequent additions. Bad debts charged off during 
the year amounted to $2,340.00; bad debts recovered and 
credited to the reserve, $540.00. Interest of $405.00 was allowed 
by the sinking fund trusteeduring the year on funds in his 
possession. 


Solution* 
CORPORATION INCOME TAX RETURN 
Income 
Grass Sales Ai gon aie vans $1,534,885 .00 


Less—Cost of Goods Sold (in part): 
Inventory (Beginning of Year).. $ 155,736.00 


Purchases: 4 sever beer a toe 1,224,000 .00 
Direct: Va boris ane eee 112,860.00 
Heat, Light and Power......... 19,467 .00 
Miscellaneous Factory Expenses 25,500.00 


$1,537,623 .00 
Less: Inventory (Ending of Year) 218,241.00 1,319,382.00 $215,503.00 


Interest on Notes Receivable. . : 2,628 .00 
Interest on Sinking Fund Investments 405.00 
Dividends: Recetvedie. 4. ere 3,600 .00 
Bad! Debts Recoveredc acta 540.00 
Grossi ncomietic:! sae eee ewe einen $222,676.00 
Deductions 
Administrative’ Expenses (2.5 cat.no ete ale ee $24,300.00 
mellisvo Expenses. cy Canidae eee eee 44,010.00 
Compensation to Officers © 2 a 2c. wie welts otto: 15,750.00 
RRODAIES Cua CRS ee ee pes see eae ge td ane ee 2,214.00 
Bond Interest (including discount)............. 11,700.00 
Other Interests Paid (020% arus)ce wate ie ie ele en aes 2,178.00 
Property ,L axes. 6.20 oUL pin vera). ehebaie eee nie 2,790.00 


(Concluded on page 243) 


*Space will not permit of exhibiting the working papers prepared by 
the accountant in connection with this solution. Neither is it possible to 
exhibit all the information and schedules called for in connection with the 
return. In view of the fact the working papers of the accountant were 
exhibited in connection with the solution of Proposition A, it is believed the 
student will not be handicapped by their omission here. The student might 
-well be required to construct a Working Sheet for this proposition similar 
in form to the one exhibited in connection with Proposition A. 
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mad Webte Gharsed Offoty ay. weer: cents oe 2,700.00 
Depreciation on Buildings and Machinery...... 29,205.00 138,847.00 
PARAM aren, amen EON ar Faas BO Te ee wc alee $ 83,829.00 
Add: 
Profit on Sales of Nat’! Acme Co. Stock. ..... $ 3,600.00 
Profit on Sales of Nat’l1 Acme Co. Bonds... .. 225.00 3,825.00 
$ 87,654.00 
Less: 
Loss Sustained through Robbery............ $ 5,310.00 
LIVE SES OCOLVER fue. rs Sn, 4 i os bse 3,600 .00 8,910.00 
ENDL: MCOD Ie paren erate A Wel his Wine. cont aa Bes krone $ 78,744.00 


INGE PQCOITIC eee hres srt ccinys cide ere Wen te oh oA $78,744.00 
ROTOR La Rey oe cance ru ee woltae Oink ots Aacaco uct 124% 
AUGOMECC ANSE Gate iit PANE nt. Wig tcl shee auhrsl and (a $ 9,843.00 


ACCOUNTING PROBLEM 


The Queen City Auto. Supply Co. is the manufacturer of 
a patented spark plug and is also dealer in automobile supplies. 
From the following information and Trial Balance (as of 
December 31 of the current year) prepare a Balance Sheet, 
Statement of Profit and Loss and an Income Tax Return (show- 
ing only income, deductions, and computation of the tax). 


Inventories (beginning of year): 


al WiEVLaLOicis. Oe trie lee hal CNW Lk, $14,500.00 
PUISLOLUOP eto POUES eee. warn uae ets eal te kG 22,450.00 
Inventories (end of year): 
Rate Via terlalse eet rm ar ice Kook Ul, 27,300.00 
/ SECTS sven te] atk Les SU Eb ogo) Ubccory CA SIE OUD nn teen ea 19,200.00 
Pes DEC ECTOOU Sten mere te, Pia uy tana ah 5 UN 50,400.00 
WGDSE BE OOS ay aie eeu tN MIs in ak a 10,500.00 
CSHOCS ITIVE LOCESS Ore rey ee RULE ae te tes 17,205.00 


Reserve for Bad Debts to be adjusted to 5% of open 
accounts. 


Depreciation for the 12 months to be allowed as follows: 


PACEOLV SB UNGIN Gsm Cattaneo Ge 2% 
MBaCHINERY Ait ay nen een weeks Vike i) 3 5% 
Deliverval gq uipmen ta mee en yen tet ea cule 10% 
Porniture andi ie tutese nooo wens ta $200.00 


Write off one-seventh Patent Rights each year. 

Advertising, $950.00 applies to next season. 

Accrued Pay Roll, (Productive Labor) $4,278.00. 

Taxes on Factory Buildings Accrued, $1,400.00. 

First Mortgage 5% Gold Bonds are a first charge on all 
the assets of the company. 

Interest payable quarterly on the first of February, May, 
August and November. 
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THE QUEEN CITY AUTO. SUPPLY CO. 


Trial Balance 


ACVErLISIDO Uf ct ae saves, Wrmaven inane chee ivrede ts $ 26,450.00 
Accounts: Receivableot 22% Gisc aeie w a ae 180,105.00 
Actoutts Payablecs ta. bien ain ean ewe ieee $42,500.00 
Notes. ‘Receivables. :eyiou (ek 2 Oe ata ete tar, 35,000.00 
Notes Payable (Trade Creditors)............ 22,700.00 
Notes Payable (First Nat’l Bank)........... 150,000.00 
Bonds 5% 1st (Mortgages, 2.2), farce ete ee cher aat 250,000.00 
Building Ractory eve se iav ne ne ee oe aaa 225,000.00 
Bad: Debts \Wiitten! Ont tote lca eee ak, 7,850.00 


Capital Stock: 
Common Fully Paid 
Authorized $250,000.00 


TSS POUT brews. G aa Rieke a ee ieee tee re tata ee tay 100,000.00 
6% Preferred 
Authorized and Issued................... ; 300,000.00 
Dividend Preferred Stock iy. aa, ee 18,000.00 
Delivery: Expenses 3. iqtiou node Yin ates 7,140.00 
Delivery, Equipment and Trucks............ 9,250.00 
Prirectors | Weed ctinete caw Gite ne ree ee ene 2,500.00 
Diseount/on ales ee te eth eee eee ge 12,200.00 
Freight: 
RawiMatertals. aol RE en abiam err aan pen mara 12,050.00 
MAUEOMODIIG SUPDUES (dats ened eon ene 2,345.00 
Finished Goods. ys Wee nN eine ene ema on ts 34,320.00 
FirstiNat)}t Bank Current; Accountaassnn et 51,850.00 
General: Expenses iyi 0) teagan ores tae anene areas 14,770.00 
Goods'in: PFOCess ui; wah brie Ge Po oe 13,250.00 
Hedt,. LightandsPowerl ii)0 Wali ae ee 22,200.00 
luterestion' Bondsi igi a aktiaete aan ect 9,375.00 
Insurance and \Laxes (Pactory io... 4 eee eset: 17,400.00 
Labor: 
Productive wissen caveean cn tle seein eee aes 229,568 .00 
INGIPTOCUCELVED Fis VaR Mae ora Bic no tme en aa 99,444.00 
Liberty ‘Bonds hi py tere i reas arr anes 195,000.00 
Loose STOGIS Vctid kOe aly naltrtan Peo Mana eRe 15,270.00 
Machinery and Plant. DTA ARGU EUS e AL 165,090.00 
Office Furniture and Fixtures. As MPSA Sy 1,200.00 
Patent Riches ie (go eee ay eee acd ee 30,000.00 
Purchases: 
Raw. Materialey (cee Mie yi iaaih ty okramen Ota 450,960.00 
Automobile Supplies yp 242 hi ee anes 141,690.00 
Repairs ole er eb Ah Git ate UN Bes a ana a 14,050.00 
Rene (Warenouseys/jeyeee ease Nee wes hake eee 3,875.00 
Reserve for Depreciation: 
Buildings si nis penis ea ee aan races 20,500.00 
WMACIINIELY vais/s\s sor rilela ce Racca re Ea 16,836.00 
Reserve for? Bad: Debts) (dias rm owe ene 8,000.00 
Real Hetate: (Factory Site) icky jy ie veraetas 150,000.00 
Shop Supplies and Expenses................ 15,560.00 
SPRL Ne dE UD ht ee a kee aC 173,011.00 
ales: 
DACRE eS tc Ne Ue went a orth, Auer rare anne 1,063,020.00 
Automobile Supplies... ike 2. salen eee 137,595.00 
Salaries: 
Office and Generale cie'oh.. Ua ie ee 14,500.00 
SICSINGTI ee eee Sis er ebae iu Ran sive ae ee ea 34,600.00 
TE TAVELAG EEXPONEES Fo ic diy of iat eccledeneaean cena 22,300.00 


$2,284,162.00 $2,284,162 .00 
Inst. Ex. 


Unit Thirty-Two 


REVIEW PROBLEMS 
Problem One 


X, Y, and Z enter into the real estate business equal part- 
ners. X and Y being experienced, but without money or prop- 
erty to invest, arrange with Z to loan the firm $27,000.00 at 6% 
which is invested in acreage. It is agreed that the loan is to 
be repaid out of the profits of the business on condition that 
two-thirds of the annual profits are to be set aside in cash for 
that purpose and no profits are to be withdrawn until the note 
with interest is fully paid. The profits during the first year 
were sufficient to pay the note and interest and to warrant 
a distribution of profits leaving the investment undisturbed. 


Prepare journal entries giving effect to the above consider- 
ations. CPP A Ese 


Problem Two 


A, B, C and D have decided to dissolve partnership. To 
that end they have liquidated all their liabilities, and at the 
date of the first division of cash among the partners the con- 
ditions are as follows: 

Profit and Loss 


Partners Capitals Loans Ratio 
J Se oe ey Soa $22,000.00 § 7,000.00 40% 
Bet Sera 19,000.00 6,000.00 30% 
ne na a 12,000.00 14,000,00 20% 
SR re 7,000.00 13,000.00 10% 
sD taISiy eet $60,000.00 $40,000.00 100% 

Cash available for distribution.......... ¢ 20,000.00 
Other assets not yet realized (of doubt- 
hs ERNE GAD POR Ryde Utne ARO. Harn ERA 80,000.00 


State which partners should participate in the distribution 
of the $20,000.00; how much cash each should receive; whether 
the payments should be applied against the capital accounts 
or the loan accounts. Explain the procedure of determining 
the distribution. Assume that none of the partners has any 
private property. Inst. Ex. 
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Problem Three 


X, Y, and Z, foundrymen, unable to meet their obligations, 
suspend payment January I, 1921, and appoint a trustee to 


realize and liquidate for the benefit of their creditors. 


books showed the following assets and liabilities: 


Balance Sheet 


ASSETS 
Land and Building... .$125,000. 


Machinery and Tools.. 75,000. 
Furniture and Fixtures. 10,000. 
Materials and Supplies. 95,000. 
Notes Receivable...... 15,000. 
Accounts Receivable... 115,000. 
Cash icihaceaten tine 450. 

$435,450. 


The trustee’s cash receipts and disbursements during 1921 were: 


Cash Receipts and Disbursements 


RECEIPTS 

Notes Rec. (outstand- 
ing; Jan, E1921): 72°. $915,000., 

Accts. Rec. (outstand- 


ing, Jan. I, I921).... 106,500. 
Cash Sales ho: Stee 5,435. 
Notes Rec. (cont. dur- 

INGUID2 Ty) Geer tie 13,500. 
Accts. Rec. (cont. dur- 

NS LOZ soe ane 212,000. 
Total receipts, 7% cin cue $352,435. 


oO 


oO 
oO 


oOo 


OO 


oe) 


The 
LIABILITIES 

Mortgage on foundry 
premisesciiil. nessa $100,000 .00 
Notes Payable......... 135,000.00 
Accounts Payable...... 105,040.00 
Int. Accrued on Mtge... 1,220.00 
axes ACChHeGs.7e aes 840.00 
Ganitalsen eto. crn 93,350.00 
$435,450.00 

DISBURSEMENTS 

Notes Payable......... $ 25,000.00 
Accounts Payable...... 35,000.00 


Other transactions were as follows: 


Saléson’credity2 SA ae ee ees 


Bad Debts written off accounts 


prior to January I, I921 


Bad Debts written off accounts 


subsequent to January I, 1921... 


Discounts and allowances to Cus- 
tomers’ accounts prior to Jan- 


WATY (1) 1OZTGe en a eee 


Discounts and allowances to Cus- 
tomers’ accounts subsequent to 


Tanvanyal M1O2 Ii mater eens 
Notes received from customers... . 


Notes given to Creditors ($110, 
000.00 being renewals) 


Inventory of Materials, 
DEEL elO2IN. ean eee eee 


At the end of the year, the business 
Prepare Statement of Realization and Liquidation and 


owners. 
Balance Sheet. 


Interest on Mtge.at 5% 5,000.00 
Taxes for year 1920.... 810.00 
Purchase of material 
and supplies......... 98,000.00 
La horres ven caw ee 135,030.00 
General Expenses...... 45,020.00 
Interest on Notes to 
Sept. 30,1921, at 5%. 2,800.00 
Total payments........ $346,660.00 
$335,000.00 
ye LEN $8,000.00 
2,000.00 10,000.00 
500.00 
300.00 800.00 
20,000.00 
RY Le eAl 180,000.00 
Decem- 
92,000.00 


was returned to the 


Ci PaAw bx. 
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Problem Four 


A firm of partners desires to transfer its property to a cor- 
poration duly organized to carry on the business. The net 
assets of the firm consist of the following: 


ACTA OSES UUCIIeS giclee at aes dia $150,000.00 
PTE ULOtN er tees eee Ck Es fo lent 100,000.00 
PARCOUD TS ReCOCIVADIES ©. cos ci co qe olden 150,000.00 
OocdeW Ub andsratents:,’ 0.00... 21/..4...2%) 100,000.00 
(OSES 6 oH Ag Aa ga RO AR et ed 50,000.00 


$550,000.00 


It is proposed to issue in full payment therefor, bonds 
amounting to $100,000.00, preferred stock amounting to 
$200,000.00, and common stock amounting to $200,000.00, of 
which each partner is to receive his proportionate share ac- 
cording to his interest in the firm, viz.: Jones 60%; Brown 
25% and Smith 15%. 


(a) Prepare journal entries to record above transactions. 


(b) Prepare a Balance Sheet of the corporation after 
transfer of property. Giga Bete Wed apc 
(Note. You may assume that the partners turn the cash over to the 


corporation along with the other assets and that the bonds were issued at a 
premium.) 


Problem Five 


The Michigan Manufacturing Company was incorporated 
under the laws of the State of Michigan, February I, 1921, with 
a capital stock of $10,000,000.00, consisting of $4,500,000.00 
(45,000 shares of $100.00 each) preferred 7% noncumulative 
stock, and $5,500,000.00 (55,000 shares of $100.00 each) of 
common stock. On the same date $2,000.00 of the common 
stock was subscribed for at par as follows: 


BAY WEIR CSG came Sa UN EN Oe ane Rar ail ste hai, Be Me 2 shares $200 
ee VWs OLt em at ante e020. Oi 4 shares 400 
Wiley; beoliyonite oie oe cy ete. eee dy Snares y (A00 
David: Sith sare weaitc iad Gi oie Shares 4 BOO 
Willian lealte: te wa eacel whi GP. cnet ae GL eares. 6700 


On February 4, 1921, these subscribers paid into the com- 
pany the amount of their subscriptions, and stock was issued 
to them. February 15, the balance of the authorized capital 
stock of the company, both preferred and common, was issued 
by resolution of the board of directors to A. A. Keiser, for 
and in consideration of $750,000.00 in cash and twelve (12) 
manufacturing plants. An inventory of the property purchased, 
made by authorized representatives of the company, resulted 
in the following appraised valuations on the various plants 
and the stocks on hand: 
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Raw Finished Real 

Factory Material Stock Estate Buildings | Machinery 
A sia $ 430,000 $ 95,000 | $ 195,000 $ 20,000 | $ 98,000 
Ele Pet aiapann 211,000 44,000 130,000 10,000 84,000 

Mea ne dealers 495,000 38,500 475,000 11,000 62,000 
Dey eka 304,000 15,000 924,000 13,000 48,000 
Fei ate 171,000 32,750 184,000 14,500 89,000 
BU We etn en 86,500 81,000 60,000 17,750 26,000 
Gus ieee 47,250 44,000 30,000 32,500 34,000 
EES Wades ene 98,000 35,750 20,000 14,600 62,000 
ECA reg! alten 101,250 11,000 10,000 17,200 11,000 
Tt 37,000 13,000 11,000 19,200 35,000 
FO Sains ae 346,000 49,000 14,000 75,000 71,000 
LO A Op Sh aaa 121,000 67,000 37,000 34,750 44,000 
Totals. oii. $2,448,000 $526,000 | $2,090,000 $279,500 | $664,000 


Open the accounts of the company so that the result of 
the operation of each factory will be known at the end of the 
company’s fiscal year. The books of the company are not 
to show the appraised valuation placed on the real estate, 
buildings, tools, machinery, etc., by factories, but in one amount 
only; and it is desired that the Plant account include any 
expenditure incurred by the company for good will, etc. 


Journalize the above transactions. CoP Ato 


Problem Six 


The X Company is incorporated January 1, 1923, with an 
authorized capital of $100,000.00. One share of stock is given 
to each of the three incorporators, A, B, and C, in order that 
they may qualify as directors; five shares are given to a lawyer 
D, as compensation for legal services performed in organizing 
the corporation; an investment banker undertakes the sale of 
the remainder of the stock to investors less fifty shares of stock, 
which he is to receive as compensation for his services. The 
subscription books remain open until March 1. Payments for 
the stock are to be made in four equal installments on the first 
day of March, June, September and December. 

On March 1 the banker reports that all the stock is sub- 
scribed for and the first installment is called and paid. 50 
shares of stock are issued to the banker for his services. Stock 
certificates are issued to all subscribers. 

June 1 the second installment is called and paid. 

September 1 the third installment is called and paid by 
all subscribers except F, who subscribed for 1o shares. 

December 1 the fourth and last installment is called and 
paid, F again defaulting on the payment of his installment. 

January 10, 1924, the treasurer of the X Company offers 
F’s shares for sale at public auction. The shares are sold to 
G for $700.00. The expenses of the.sale amount to $25.00. 
A stock certificate for the ten shares is issued to G. After 
deducting expenses and interest on unpaid installments at 6%, 
the surplus of the sale is remitted to F upon the surrender of 
his certificates. Cube Aw Ex: 
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Problem Seven 


The Detroit United Railway Company, with an authorized 
capital stock of $1,000,000.00 consisting of 5,000 shares each 
of preferred and common stock at the par value of $100.00, 
had on January I, 1923, assets and liabilities as follows: 


ASSETS 
Bear Harare and ding gal aver oe cle mane $ 200,000.00 
Power fant and; Machinery..30.0 iso's ee cave 250,000.00 
Cris BO UIIEITUCtION SINGS, Ge cee acer Ad S. 200,000.00 
UPL ACC OMS ETIICTION S. \ty Uk sien Pa riot kM. Shadi 200,000.00 
UINGereround \ONnStLUCtION ce eis ss cadlv wavy cee 150,000.00 
POPE ELOG EE ree oa ke etches hale te tana ae beds aa etek 300,000.00 
Accounts Receivable............ EASE ane 10,000..00 
ENT oh pe 8 UE OTR. ACN Me ain) ae is PUL Be OMNI, A hah a ee 5,000.00 


$1,315,000.00 


PPELCLI CLs SCOC at rear che che Ce Hh Mee MONE eee ta $ 450,000.00 
CRITI OPEC OC K site pine nie ci eet arc war Nem lated aul au 400,000 .00 
Hits Nora ee BONG SUGr ies ua thai viidhn folks eae uslanie 350,000.00 
POCOUNESIA VEDIC Trias dir; WA WL dN ea a ely y Bing 5,000.00 
UIE TURL S Ea Mee ea ee oe En eh CMa att atcidaciendik TA asta rat & 110,000.00 


$1,315,000 .00 


The Pontiac Electric Company, with an authorized capital 
stock of $500,000.00, had on the same day, assets and liabilities 
as follows: 


ASSETS 

IREAl Stal vec tate hc eles ee er OR $300,000.00 
Power Plant and Machinery.......... 150,000.00 
Werial Construction aie kaka Bee ys 125,000.00 
Underground Construction........... 100,000.00 
SVPATCUVE ARSE CG! Wei, ack cu at) ascend aay 15,000.00 
POT Ar GOSSaa foo yd cia d wick 5 weil 10,000.00 
$700,000.00 

LIABILITIES RMT aa 

GCADILAL STOCK Fe eminene a er eet ae $500,000 .00 
VL OPO ON Gait etc cre arn oh leat bias bc 100,000 .00 
ACLOUIIS PAVAUIEN enc) tek ica ce wae eb 100,000.00 


$700,000 00 


The Detroit United Railway Company purchased secur- 
ities of the Pontiac Electric Company in quanities and at prices 
as follows: 

$400,000.00 of the capital stock at $125.00, payable in 

cash. 
$50,000.00 of the capital stock at $130.00, payable with 
$30,000.00 of the preferred stock of the Detroit United 
Railway Company at $150.00 and cash to balance. 

$100,000.00 of the bonds at $115.00, payable in the un- 
issued common stock of the Detroit United Railway 
Company, at $93.00 and cash to balance. 

¢10,000.00 of the cash payable for the stock purchased to 
be passed to credit of Profit and Loss account of the 
Pontiac Electric Company by the vendors to cancel 
the charge of like amount to said account. 
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To provide funds to meet the above obligations and also to 
retire its 5% Mortgage Bonds at $105.00, the Detroit United 
Railway Company issued $1,000,000.00 of 4% Bonds and sold 
the entire amount for cash at 95%. 


The dividend of the Pontiac Electric Company declared 
during the year 1923 amounted to $25,000.00, and the profit 
of the Detroit United Railway Company from operating ex- 
clusive of interest on its bonded debt amounted to $100,000.00. 


As accountant for The Detroit United Railway Co. you 
are required to prepare: 


(1) Journal entries to record the transactions. 
(2) Profit and Loss Account. 
(3) Balance Sheet. C. P. A.Ex. 


(Note. The adjustment of the Profit and Loss account on the books 
of the Pontiac Electric Company through the sale of its good will need not 
be recorded on the books of the Detroit United Railway Company. 


In constructing the Profit and Loss account of the Detroit United 
Railway Company, you may carry direct to Profit and Loss the discount 
on the bonds issued, the premium on the bonds retired, the premium on the 
preferred stock issued, the premium on the Pontiac Electric Co. bonds pur- 
chased, and the discount on the common capital stock issued. Strictly 
speaking, the discount on the bonds issued at 95 should be amortized over 
the life of the bonds, the adjustment being made through the Interest ac- 
count. The premium on the preferred stock issued in payment of the 
Pontiac Electric Co. stock might be set up as a deferred credit. If carried to 
Surplus, it should be ear-marked as it should not be considered available 
for dividends. The premium on the Pontiac Electric Company bonds pur- 
chased should be amortized over the life of the bonds, the adjustment being 
through the Interest account. The discount on the common stock issued 
in payment of the Pontiac Electric Co. bonds might be set up as a deferred 
charge. It is, however, probably better to close this account into Profit 
and Loss at once. 


No attempt need be made to show, in the accounts of the Detroit 
United Railway Company, its interest in the surplus of the Pontiac Electric 
Co.) 


Problem Eight 


(a) A soap company has adopted the policy of giving away 
premiums in connection with its sales, by means of coupons 
which are to be redeemed in quantities provided as per a printed 
list. Draft journal entries to properly record the transactions 
incident to the purchase and distribution of premiums and 
explain how they should be treated in preparing a Balance 
Sheet and Statement of Profit and Loss. 


(b) A milk company sells to its customers strips of tickets 
which are good in payment of the milk delivered to them. These 
tickets are paid for in advance by the customers. How should 
the entries be handled to record the transactions incident to 
the sales of tickets and the deliveries of milk? GubeAwix 
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Problem Nine 
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The following is a Trial Balance of The Western Telephone 


Company as of December 31, 1922: 


Dr. Cri 
BEANE, 4 Cops hdl. Paar See a A eae ae $ 300.00 
Remora ces tall, SACCOM SON0 Fea ac aisle swenic cane ba se 3,877 .40 
Seater ECOL a ne. tee lve. be 793.20 
PERI ee VERA TLC ee ASULELOR wc’. (spouse eed Se We a aes 727.40 
ecaunts necetva DIS ACTON ./s acc) .0es ee etSe od 8,695 .60 
Accounts Meceivable, Burton... wt. le a Dt 7,589 .80 
Accounts Receivable, Castleton... 00.0. .04..205.4 5328 .00 
DIOL EMER ECE RV AUIGG th hiwne Uren Ae eos hie n doles erie Gat 258.50 
PNGROMILG UV AION gee tits Aho cites Zale weal ae ee $ 3,976.00 
INCRE AU ANON oak Cnet ats ws Siete de Be alee 53,200.00 
WriterestnA Va DIGyc ba Sate. <i Age ee eo. PY tee Rl 3 1,052.00 
Ni ater io AG OUP DESI ae erin sien cts Mie else inls 20,146.50 
AEM PUTT NULe EXCULES as 206i Peo ate Ve wisi ne alls. 12,253.50 
| RECEDES AES ely ea ih ag PS ee ae 10,000 .00 
BO UPCMOm Re One Tite: 92 wile ar deernes Ot oleae cyan aca she 45,000 .00 
EWILCUDOArUe anG DOOTHS: yew la dee ofc so 5 eet oly 23,115.40 
EE) oy feges O8 Sol |e RES Ay EC A ieee Rese A ee 209,770.50 
WW LPIMGS ere ta UP nat paver ote SA eats ee ahclnle hl « 131,269.70 
GREED ORCS ORT a ere Cust AES teaelion) calc Ul eo w'te an a 127,515.90 
RE AONUAT SLOG ln Cent RL eof eth ,iet sie hak kos Lo eis! Gate dodoade 350,000.00 
roi Fg e) P08 2 oe Lage ay hs) Cab nt Peo rt bee a 181,572.30 
Tolls paid to foreign companies................. 4,791.20 
Pete ALOMANCES Meet we ache Vie he laaiot Mu coe 5,942.00 
HencaismAcoul IexchaneGen tt ec e sss cele swe 44,077.50 
POU aANONANCESI, lit A his wcina ak ce flake aetat eek 3,984.00 
Trentais,) burton Exchanges 0. eerie. ote a 26,425.30 
Rentals, Castleton Exchange............0........ 20,244.90 
eT Se LOGMERC NAN GMe rian work Rk tute told dann 8,202.50 
PONG MSUITONPEONC ANGE tren co. ote slalecs aie, stabs o's 4,452.50 
olism astictOniexChanverscsatny fe nol ete ke weds 2,800.70 
Paya ation WOUS Ah Ct OMe s etnies She see mee ee a eiv 4 Mee ms 637 .00 
Haveetauion, TOUS WO UL COM st a aiacey ede habs ae: ‘chat 727.50 
Pavastation Lous, CaSrletOll a. vo bales es deine 8 988 .60 
SUTIN VESAICS ARC LOM a eer Les Fentare rw siete Sols le bd 126.80 
SUPP ViSles es DUELON Telly ha ciren ah es carats keane 57.50 
WET IS ACLOME RI tts Mise AO Se rt ok era eed Gait vies 52.50 
MaaTICSNGEN Al OUICe te er eke cia) dws cess 3,000.00 
RETIET AMOR OCTIBE i) toil any de yh Met NAS dy lee sis 1a, tate) oc os 13,121.30 
TRE TI VARICES ede Lhe ls Lak nes aw aed a 745.90 
Ciera lOnsusWAsCe VACLOUL de. it uct e oy Sha ue 6,935.00 
WIDELALORS A WAGess UIFLO anne oun tate! fakes Se iy eet 4,890.00 
Oneratora wages) Castleton. 2/) 36 Jt bards «2.8 5,700.00 
Renaresrorowire pant. as ou tice aia lea oe 2 14,022.00 
REDAIStOr CCUIDINEN Oke reals oh, «tue ae ee 14,435.30 
PLeATCHEOZOENGCs he ce tn Tas Sa Ge Wine etal Sates Oe 485 .00 
eCOMts ANd | GOSS cece ie haters el te te eM art) Di-s Dee 204.50 
PITVICEN AS DACA tera ei ene tae cle s bs eet 14,000 .00 
$698,745.60 $698,745.60 
Allowance for depreciation as follows: 
Pilenittre ancy hixtuLres: seeks 10% per year 
Bidgsrandehquipmientas. a7 seek ects os 5% per year 


Required for six months’ period ending December 31, 1922: 


(1) Adjusting journal entries. 
(2) Balance Sheet. 
(3) Statement of Profit and Loss. 


CHET A ts 


+252 PUBLIC ACCOUNTING AND AUDITING 


Problem Ten 


A proposed merger of four manufacturing companies in- 
volves combined assets and liabilities as follows: 


Cash) in Bank viiis Oi. vet oiatanentee teeta ae $ 14,479.00 
Reserve for Bad Debts oc inh hyie eal Wluenan: 34,050.00 
Good, Williand! Patents 3 os end ee area 293,132.00 
Reserve for Depreciation of Good Will and Patents — 159,849.00 
Reserve for Corporation Taxes................4. 5,000.00 
Dividends Accrued on Preferred Stock............ 875.00 
Pay RothiAcerued. ace) cictee ats ec cine are aaa 44,893 .00 
Buildings ea Ga gov eee cas ee etn meat ehh eerie ae ene 332,637.00 
Notes Recelvalier- Customers Pre NOS. too cde Pras 2,333 .00 
Invested in Notes of Other Corporations. . se Oe 190,129 .00 
Accrued Interest on Notes of Other Corporations.. 2,000.00 
Accounts Receivablevi. 34 oy aaleeage see eke are 345,478.00 
[tiventories wis. 4 ei linatcs bien heaton nia anc ae 1,471,201 .00 
sundry: Debtors sais 2 hie ke Wako ea eed en 29,191.00 
Reserve for Depreciation of Plant............... 346,144.00 
pectirities Owned ie Ke gis ius ee pnanme eal earcae 14,552.00 
Reserve for Loss on Securities Owned............ 1,455.00 
Real Estate hcp werik oer 0 esate ager ea pie ier 46,075.00 
Mise: Deferred'Giharoessy2 0.0 loc eee cole etna 9,350.00 
Accounts Payableyt. Le Uy Gree rr tan foe wee 176,888 .00 
Machinery and) Equipment: eo cit eae ee 862,920.00 
Unelaimeds Paying iter ace arie pratense ate es 728 .00 
Furniture and Fixtiresc2 goin. Vs ees 27,762.00 


The Consolidated Tool Company is incorporated under the 
Michigan laws to take over the business of the four companies. 
Authorized capital stock, preferred, $500,000.00; common, 
$1,000,000.00; par value of shares $100.00 each. It is arranged 
that five shareholders (the minimum number) subscribe and pay 
in cash for one share each of the common stock to effect the 
incorporation, and that the remaining shares be subscribed and 
issued to the Peninsular Trust Company to be divided under 
agreement among the stockholders of the old companies. 


Coincidently an issue of 5% First Mortgage Bonds is made 
amounting to $1,500,000.00 of which $125,000.00 is retained in 
the Treasury. Reorganization expenses paid out of the funds of 
the company amount to $10,250.00. 


(1) Make the opening journal entries for the Consolidated 
Tool Company. 


(2) Prepare Consolidated Balance Sheet exhibiting the 
financial condition of the Consolidated Tool Com- 
pany after recording above transactions. 


CP. AEX, 


Problem Eleven 


On December 31, 1922, a Trial Balance taken from the 
books of Jones & Brown, manufactures, shows the following: 
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Trial Balance, Dec. 31, 1922 


John Jones, Capital...... Ds AR HM AN ce chee gen Nae $12,500.00 
MMIes A MIWar COR DILALS( iiss thiisla Dak cork caw tak ok 10,000 .00 
SOM SM Tear arn Sars Mi gee CNY sills vik Som Od a wal tysta wi he 25,000.00 
Pee PTI aN Ve Lik OO 1) fect), aos. 3 Waxes neeiited ds oe ses $ 6,250.00 
Rte eT eS Wie Pile dk ata tks Ride ly 2 20,000.00 
DOMME UE OE Tl shad alata tee cle, Nice eh st); «delaras 7,500.00 
RR tere EE Sel Gr at. Nee Be Le snw'lu its a po pig aie weld G 10,500.00 
MMSE TERED cyte sh RL) ons Jolk ayes! Teg ate dos 5,000 .00 
WRIA Cal lae crs. scien caine ba) ae wy Sips US 1,250.00 
Reparsavd maintenance) 00.90. sli. lees 250.00 
RPC ete DEP? 2 title eld d Sipe hes B UiMu L w Geld 175.00 
RASC A LOL, Winta terol eke tye heed we 50.00 
CORO ACCA WASLE Mc Sulina dd Wee oe des 225.00 
PREG ANMMCULR NCE tec atic np iitis welt iota ts ihe 175.00 
PI AUMPINUEDORG ree n ack ke tng Wie aM TEN NY Vs 50.00 
Disconmta ant, allowances. 2 ieee wks Beles dicts on 500.00 
SPORES ASAP TILSE Wee ti, Wee e's due Heep aNd steak AN. ee di 150.00 
Buildings, machinery and plant................. 10,000.00 
EI Oteee CAT SU OCG een eye chats stay ae Ra ele 1,000.00 
Mises eenlel UMDICUTe oh ols te ahi is ay Ce eects wectare atane ae 375.00 
Wiaeromrmre ns tee amar he erica ts Or RNa LAL, 2,500.00 
PLITHCR Tee erent aiminer in VMs er NO uct Ay 1,000.00 
PICO PALLeXDONSes Gini eee eration due salah wl) 250.00 
eo ES REE fee EaN S08 ety § 08 Mra i A ens 2,000.00 
SPAS IIOLL AICS rat terete eee! Be geo ehsy ak ky 50.00 
PUGTES INECEIVEA DHE ay toe te kw titea ekg ede Palate, ciate fe 2,500.00 
POT RELSEGALATICS LE Pek aes oa kes Vet ecw as 750.00 


$60,000.00 $60,000.00 


Stock, December 31, 1922, $7,500.00. Depreciation $500.00. 
Accrued incidental -expenses, $125.00. Additional loss on bad 
debts, $100.00. Discount on debtors’ balances 5%. Net profit 
is divided between partners in proportion to their capital, 
January 1, 1922. Draft adjusting journal entries and prepare 
Balance Sheet, Statement of Profit and Loss and Statement of 
Cost of Sales. CR AN bx 


Problem Twelve 


The following problem is based upon the estimate cost 
system. No factory ledger is used, all accounts being kept on 
the general ledger. The business is the making of men’s clothes, 
and two principal materials are used, fine woolens and plain 
woolens, of which stock records are kept. Stock records are also 
kept for finished goods. 


(a) The following styles of clothing are made, and they 


are estimated to cost: 
Style Style Style 
801 802 803 


Miatertalenised a GAL, nae ae avs a wale eid ee PL ASO oy S200. B°24,00 
Supplies, (linings, buttons, etc.)......... 3.00 2.50 2.00 
EXOT he mie en ence lie ever tae Ug 9.00 6.00 4.50 
Factory expenses, 60% pis 5 ose uisis Co ene 5.40 3.60 2.70 


$29.90 $20.10 $13.20 


Note that the estimated costs are subdivided into four 
sections and that the accounts must be kept to record the cor- 
responding subdivisions of operating costs. 
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(b) The company starts with the following: 


Dr. Cre 
Machinery and Equipment............... $10,000.00 
Cash Sie ior tise akcaens eae ge Mes Su cae RN _ 40,000.00 
Capital: Stock: t22.03. > 3 ee petan eee ce te $50,000 .00 


(c) The purchases for the first month according to voucher 
record are: 


Materials, fine woolens, 2,000 yds., at $3.00........... $6,000 .00 
Materials, plain woolens, 3,000 yds., at $1.50.......... 4,500.00 
Rentiotfactorya la sac: ou ves ee Ree cee cas ake 500.00 
Linings; buttons‘and threadetc: fase eras wie oe 3,400.00 
Salesmeni’s commissions paid: 24.5. asa ee Dee 700.00 
Ofhcerexpenses'y Ri PRR Gute ele ed Cae ieee te lene eG Renate 120.00 
Repairs to machines and equipment.................. 350.00 
Electric: power iO Ria tie ieee oa ele anton Romero ha tes oar 440.00 
Oil, waste and other factory supplies.................. 225.00 
$16,235.00 
(d) The pay rolls are summarized as follows: 

Foreman and timekeepersiy 4 aie ava ak ae ee $ 250.00 
‘Tailors, cutters,ietc:'(direct: labor)... ae oer eae 4,600.00 
Office and salesmen’s salaries. . Hebe 4 Sie a 750.00 
Inspectors and other indirect feta wages. BD ta Be 2 435.00 
$6,035 .00 


(e) Depreciation on equipment is calculated at 1% per. 
month. 


(f) The cutting room foreman reports having taken from 
stock and cut for use on garments in progress, I,400 yds. fine 
woolens and 2,200 yds. plain woolens. 


(g) The tailoring foreman reports the following garments 
finished and placed in stock: 


style No, S0ri ctr ae Ube sowie es ee ees See aera 200 pieces 
Style No. SOgg 0) von ose telsne/ ai ee mead teen a oe ee sco 300 pieces 
style No, 803 ea sacs ee bale cee ay eens 200 pieces 
(h) The sales record is as follows: 

Invoice No. 1, Style No, 01,100 pieces 0704 10 $ 4,000.00 
Style No. 803, FOO PieCess lia. g hits es 2,000.00 

Invoice No.2) Style No, 801; 50 pieces. 14) en scien 2,050.00 
Invoice No. 3, Style No. 802, 100 pieces.............. 3,000 .00 
Invoice No. 4, Style No. 802, LOO pieces; (ej... epee 2,800.00 
style No, 803)" 25 ‘pieces: 2c). 944 a4, 36 450.00 

$14,300.00 


(i) Hint: make entry for cost of sales. 
(j) Received cash from customers, $9,000.00. 


(k) Paid out cash for wages, $6,035.00, and vouchers, 
$7,650.00. 


(1) ‘Inventories at end of month. (In addition to stocks 
of raw materials and finished goods as shown by stock records.) 


Supplies, $1,000.00. 
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Unfinished goods: 


Style No. 801, 50 pieces. All material cut. All sup- 
plies provided. Labor half completed. 

Style No. 802, 100 pieces. All material cut. Half of 
supplies provided. Half of labor finished. 


(m) Prepare Balance Sheet and Statement of Profit and 
Loss for the month. Add or deduct from Cost of Sales, when 
preparing Statement of Profit and Loss, the unabsorbed labor, 
expenses, etc. Inst. Ex. 

Problem Thirteen 


The White Motor Corporation has a capital of $250,000.00. 
They set aside a percentage of earnings as a bonus for their 
employes. The profit for the year amounts to $75,000.00. 
The income tax of 12144% is to be figured after deducting the 
bonus. The bonus amounts to 10% of the earnings after de- 
ducting the income tax and a 15% dividend. 

Compute the amount of the dividend, bonus and income 
tax. tal be We Word abs 

Problem Fourteen 


You are employed by Paul F. Fusselman, a married man, 
to prepare his income tax return for the current year. His 
income and expenditures for the year ending December 31, 
_ are as follows: 


Expenses Income 

SUAS Ae A Coren Meu we Gee 2h eh Sete mtg ile os $10,000 .00 
Interest on Real Estate Mortgage............... 960.00 
Dividends U.S. Steel Corporation. ¢...6505.. 05. 1,200 .00 
BNGTLCA 1S ae Ake ge, Ale tap ere oe nN take eke ty LV oral ay 2,200.00 
Interest, bonds WU. s, steel Corping oy ake 1,000.00 
Interest, U. S. Government sete Jt ea 2,400.00 
Interest, City of Detroit 4s.. aaa a ee 4,000.00 
Gain Sale of Real Estate. . Lane 500.00 
Inheritance, Stock Penna. Ry. Co., Par.. atte 25,000.00 
Life Insurance Benefit.............-...- 00000. 5,000.00 
Special fee as commissioner of estate............ 500.00 
Willowance. LORIE cn ray clade We <b fioje hid pao dss $2,000 .00 
Household expenses, including rent.............. 9,620.00 
Fire Loss, Tenement property (net)............. 650.00 
Riierest bank Oats tere tenn tt tann Wen apitie: 5,400.00 
bitenlssurance: Premiums, au Sa a ee ere. 600 .00 
La xeaeity tate and Out yer anna aa es 220.00 
PIO MODE. ey. ee a ner Rn daa ee a 2,500.00 
Cline pie GOHAtIONS.; wad. J. our eae Deen lta 400.00 
Losses Stock Exchange operations............... 4,400 .00 
DOSAGES AGI LIC DES Git artis es ale haere Rye iale euro 1,750.00 
NAxeS —OpeCia Ea Ving sae me a aed ck y is 8 50.00 
Depreciation of Buildings...... 1,000.00 

Prepare Statement of Income and Deductions for Income 
Tax purposes showing computation of tax. CePaAvix: 


Problem Fifteen 


From. the following information taken from the single 
entry set of books of J. Valley, you are required to construct a 
Balance Sheet, Statement of Profit and Loss (show separate 
schedules for Cost of Sales, Income from Apartment, and 
Income from Garage) and an Income Tax return for the current 
calendar year. Mr. Valley isa married man, but has no children. 
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VALLEY HARDWARE COMPANY 


Balance Sheet—December 31, 19__ 
(End of Preceding Year) 


ASSETS 
Current: 
Casi SO Wa aie eer cae $10,742 .06 
Accounts Receivable............ $11,480.41 
Less Res. for Doubtful Accts... 500 .00 10,980.41 
Notes Receivable............... 202.45 
Merchandise Inventory.......... 17,108.58 


Deferred Charges: 
Prepaid Insurance Premiums 
(Apt, House) (ours se 


Outside Investments: 
Real Estate Contracts 


PCTS zohan Set Macaanes $ 600.00 
Bakker oy aad tata rere 1,124.00 §$ 1,724.00 
Land 
Apartment Property........ $23,500.00 
Garage Property........... 7,500.00 
2 Lots Sunny Addition...... 40.00 
Equity in Timber Property... 2,000.00 33,040.00 
Buildings 
Apartment House (Brick)... $41,500.00 
Less Res. for Depr........ 3,245 .00 38,255.00 
Garage (Cement)........... $14,500.00 
Less Res. for Depr. ...... 1,435.00 13,065.00 
Stocks’ and: BONUS. 7 weiner nee 5,050.00 
Fixed: 
Land 
Store Property.is cee eats $ 1,500.00 
Store Warehouse Property... 1,425.00 
Track Warehouse Property.. 75.00 $ 3,000.00 
Buildings 
Store Bldg. (Wood)......... $ 5,000.00 
Less Res. for Depr........ 4,550.00 450.00 
Store Warehouse........... $ 500.00 
Less Res. for Depr........ 365.00 135.00 
Track Warehouse.......... $ 100.00 
Less Res. for Depr........ 53 .00 47 .00 
Store Fixtures (Inventory value). 1,006.50 
Office Equipment (Inventory value) 185.40 
Shop Tools and Equipment 
(Inventory value)............ 320.68 
i Otal Assets a use. 
LIABILITIES 
Current: 
Accounts Payable 
Trade Creditors.) 227.1 VG$ 642.13 
Pxnerises bts fis oo. ct. ioe 939.43 $ 2,582.56 
NotesiPavaplesiae.. yo. euch aah: 1,400.00 
ACCKHEUM axese one a. ene abr mum 2,514.22 
Accrued Indust. Ins. (Est’d)..... 20.00 
Accrued Interest} 9.i05 fives done 39 .00 


(Concluded on page 257) 


$39,033.50 


318.00 


91,134.00 


5,144.58 


$135,630.08 


$ 6,555.78 


Fixed: 


Mortgage Payable 
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Total ‘Laabilities.. 20: 222%. 


Net Worth: 


Tavaley Capital. 2... 
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5,000 .00 
$ 11,555.78 


124,074.30 


Total Liab. and Net Worth 135,630.08 
Other Data (Applicable to Current Year) 

Cash on hand (end of VAL i wie ee ah $ 23,039.54 
POCOUITS ROCHE bach om 7... Bese 20,927.85 
Notes Rec. em I cae ane 6,178.20 
Mdse. Inv. Beh, Oe, ae ate 24,040.37 
Real Estate Contracts: 

POLAT peat ite) aleig-atitire ke era $ 500.00 

ARO eer eae eis Sakae Mee aiaiee 1,068 .83 

RIEU Tene Ue een GaN! uy Glen leiaes a, 1,375.00 2,943.83 
Factory Land Purchased for ........ 1,900.00 
Shop Tools and Equipment valued as on Dec. 31, (preceding year) 
Liberty Bonds on hand Dec. 31 (No stock) 3,000.00 
Write off 3% depreciation on all buildings 
Write off 10% depreciation on Store Fixtures and Office Equipment 
Launch sold for $600.00 which did not appear in Balance Sheet 

as of December 31 (preceding year). 
Unexpired Insurance (Apartment House)...........0.0.0csceees 60.00 
Accounts Payable December 31: 

ANE CSU oLG Ng AM eye td Sin et (a ak Ree A 9,294.33 

PAS HeSeu DIS ( BUSTERS ee tone dts Gs Panett lane dese avavara, Gon Syatoks 651.95 

NV CC MM MN Tere Toke tet en ECA Tt did ee doe eile pecan wuierel ae & 21212 

DauStrial sanisirance CO usiness) i.e yesh. c cscs igiake 2506 Seve weg a ek 30.00 

PNEETESE CO USINEHS) Ver ieye fae Mee cvs ctf b's hele a) cp Uald We aha bine a eedre alas 150.00 
NOLes *PavaliG Decembers bias ieee e 6 ee Sinae oilseeds Rome hks 6,147.90 
Nott eaveneavanie: December 4102. fic eons a ons seek wd helene 5,000.00 
PCC IMOC et axes atoeCetn Dery slate vec fink) tile aie e Sadn inate yeicie wry ole oie 2,933.25 
PiGheoies OREN Weal ward gece alee tee alec eaaly Litre cts Sale ieokle 191,805.80 
Apartment: House: Income (Collected) . (bon. be cae eae eee 12,029.45 
(earage 1ucoinG ACOMeCtEd ct es cadens ae d's ce teamr daw os aise 1,620.00 
ther Rentatn ncome t COuected yin wel iba vielk fale unl esatnVotin RI alee 132.00 
interest. Income. (Notes) (Collectedy ya Ue aio calles sb tus lehatalonot ease 333.11 
PD ALONE S410 OL CAN LOCK 0. cen frre tla ceva tie wie ors hes aay 300.00 
Pee recety es ass DIZECCOP GLb ANK Ua iiteis' sy cise cre laia ecu cviics sae 80.00 
ATICCONG LORE 1OITiTs VERTUILG Arye oe a ceded with Cl Pele Seen ials UNA Seg 52.59 
AD LEROS OIE OTIS) ach BUT, Ren a Ris Mcleake . Reatn er ee Mk Bevis 112.88 
Proometons. personals Drawings ab ti. dc.) sseicisug bootai lanes eebrgitcie inter 4,274.52 
DA eL ES WETELED ROLL i. eee tend wee tclatc fats ce eA LAC a ci ak aN 668 .gI 
Set up Reserve for Doubtful Accounts ...:........... 000s eee 668 .gI 
Cash disbursements for year: 

Tnconiedd 4x3 Cole DFeGeuing, Vear. tae k oy, woke ei eis aiahd es 2,643.32 

Chit Patten CO KOCICOTS ei Ete fale hots eels ah hove hie eon attra 5h 9 135,955.68 

WAGES KOLO TICALT purrs sue arehe Gite PON I oe Cae UG Lea a Ct Ss 13,621.16 

Hora Lnsrifance (DUsiness) sae cee stags oe oe inlets $ 440.86 

For Insurance (Apartment House)............ 59.99 500.85 

Hor interest ( Business yc eyi/al cay ects cama Bie Tes 

Borvinterest: (tsarage yn. boca sanis. . ot es eee 364.80 541.95 

For Salaries and Wages (Business)............. $14,756.74 

For Salaries and Wages (Apt. House).......... 1,080.00 15,836.74 
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For: Taxés (Distribution as below) 2" cei cece eee ee ae ee $ 2,454.49 
For Other Expenses (Distribution as below)............... 6,500.61 
For. Donation-to Red *Crossun ee cnet a te een lee 25.00 


Expenses should be distributed as follows: (Items other than 
Insurance, Interest, Salaries). 


Apartment House: 


"FAXES aah era ue Ue onan game terete $1,469.29 
Fined a hr hoe ee Tarp ere ais | eenner enn tae 876.00 
REPairst coi Gui hates ec eee wets eee ane et 102.75 
‘Lelephomne 0.750. Sls docog ae ee ates eee Oe 105.00 
Waterers ke ih galery a Gis Mita e ate eee 353.00 
LAGHES ROS ce lk etc Se CR aL 177.50 
Painting Rovere aes ec cele ene ee ee 232.70 
Garage 
FRAKES TA cea ata cit gatas he ate tah letera eueaaPar cle ee ie navn 381.50 
Home 
TAXES ll. titre cinte ean ke etna e whet eee anand 41.00 
Business: 
“PaXeS Se aha tne eho Catan: Rite te ale etc se alee 981.73 
Delivery Expense: .s7 S.-i cs si ae oe vans 3,791.18 
Advertising < ceac eet ee eee eae ee, 25.00 
Office and Miscellaneous Store Expenses..... 550.00 


Problem Sixteen 


You are requested by the president of the November Cor- 
poration to assist in the preparation of the company’s federal 
income tax return for the current calendar year. 


You are informed that the company was organized on 
January I, 1910, with an authorized and issued capital of 
$4,150,000.00, divided as to: 


Preferred stock................. $1,650,000 
Common Stocki pie aintras sere 2,500,000 


You are further informed that of this capital $1,000,000 
common stock was sold to an underwriting syndicate for cash at 
par, less 6% commission, and that the remainder of the stock 
was issued to the vendor company in acquisition of the business, 
property, good will and other assets taken over. The capital 
stock outstanding has been unchanged from the date of organ- 
ization to January I, current year, except as to the redemption 
of the preferred stock indicated, which took place March 31, 
three years ago. The book values of the fixed properties are 
based on an appraisal made by an appraisal company as at 
March 1, 1913. In addition to the common stock dividend paid 
during the current year, the company issued a further $1,000,000 
common stock, which was sold for cash at par as follows: 


PE eUISt iT <a) Ne. ee one a eee $500,000 
COCTODER'S Bota vavetoed ale aan Beane 500,000 


On October 31, current year, it also redeemed for cash and 
retired preferred stock at par to the amount of $375,000. 
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STATEMENT OF PROFIT AND LOSS 
For the current year ending December 31 


UE Es by ee TY gS ETS RR a ee 
Paar COSLIOE SAlCa eae eter, Sie lout ei, 2 Mes (alee 
RR ELE Uri ee ERs eee tela g ord hint aks gos 
Deduct selling, general and administration expenses: 
Pee PMenSO sok). uu eel Se ait ky Moai ote) 44104, 500,000 
PE erCiMI Ge Marre EP Ls Bani) Pew aie! be 500,000 
Collection expenses. . baa 200,000 
Losses on bad and doubtful accounts . een 200,000 
General office salaries........ Oe Aree 100,000 
Profit-sharing bonus of executives........... 250,000 
Taxes: 
Real and personal property taxes....... 50,000 
Capital stock\taki ooo 0020.3 il og, ae 5,000 
ECIAL ASGCSRINICNTS te: fs wh resided cua a 10,000 
Life insurance policy premiums............. 5,000 
Charitable contributions: 
BUDNG SUDSCEIDTIONS? Jo oecay oes olin aa 25,000 
Emploves weltare ni poe bP elon schon: 30,000 


Net profits fromioperations: 5) 6.2242. oui. e. 
Add other income: 


Dividends received from domestic corp..... $100,000 
Dividends on foreign investments........... 50,000 
PYILETESh TECELVER see als os oath Leon 10,000 
Deduct: 
PBtCTeRi ait ie yek see ciety ston he tla oe $250,000 
Proportion of bond discounts written off..... 10,000 
PSOE MEIC ee neater LSE Oe Wh MIS aie es 
Deduct: 
Expenses in connection with issue of 
CO pitalslock ee oe yee ee od ye ae $ 50,000 
Provision for federal income taxes (pre- 
ininarviestiniate) ect rie tas oe bah els 2,000,000 
Special reserve against inventory........ 500,000 


BIST OL OLE Stomteee Bie certs eis thi | ech scal ele ols «fede 


ANALYSIS OF SURPLUS ACCOUNT 


Balance at the beginning of the year...:........ 
MIU SID LOTS TOM VEAL ee ee active shite 106 viects sie ane 


Less: 
Excess of federal taxes actually paid over amount 
provided at December 31, preceding year...... $100,000 
Cash dividends paid on preferred stock during 
current year: 


PaOeE Vea hobs aches. aclathet amas oes $20,000 
PRCA Clor alte soorutee a file td yt. aletieeunleaete bos 20,000 
PUERTO ae ea lace ccs ine Vem Ligh aa 8 20,000 
To 0 a GR ie A Ra ao a 15,000 75,000 


Dividends paid on common stock during 
current year: 


In cash 
MER IALV IO OS? yet cea ok pert dole $250,000 
PUP L GS Brees vie «) eh aks eee 250,000 500,000 
In stock 
TNE EL Te WG alate ok RRs ge pa Nias AO ated 1,000,000 
Preferred stock redemption fund................. 375,000 
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$25,000,000 
15,000,000 


$10,000,000 


4,875,000 
$5,125,000 


160,000 
$5,285,000 


260,000 
$5,025,000 


2,550,000 
$2,475,000 


$2,650,000 
2,475,000 
$5,125,000 


2,050,000 


$3,075,000 


260 PUBLIC ACCOUNTING AND AUDITING 


THE NOVEMBER CORPORATION 
Condensed Trial Balance (After Closing) 


For the beginning and ending of the current year 


Accounts 


Properties: ee oar 
Depreciation Reserve... 
Good Will acquired for 
SCOCK cs yea hte nil 
Investments in stock of 
other corporations at 
cost: 
Domestic 
(25% interest)... 
Foreign 
(20% interest)... 
Inventories. eu. ae. 
Inventory reserves..... 
Receivables. a tere 


Commission paid on is- 

sue of common stock 
Prepaid expenses....... 
Preferred Stock........ 
Common Stock........ 


Provision for federal 
income and_ profits 
VARESULG sur eele woe an 

Contingent reserve..... 

Preferred stock redemp- 
Lion LUNG EL oe wine 

Earned surplus........ 

Capital surplus result- 
ing from appraisal of 
properties: Ui uiwegus 


$11,450,000 $11,450,000 


January I 
Dr: r. 
$2,500,000 
$500,000 
1,500,000 
250,000 - 
100,000 
3,000,000 
500,000 
2,500,000 
100,000 
1,400,000 
90,000 
60,000 
50,000 
1,500,000 
2,500,000 
1,000,000 
1,600,000 
700,000 
250,000 
150,000 
2,150,000 
500,000 


December 31 


Dr 


$3,500,000 


1,500,000 


250,000 


100,000 
5,000,000 


3,000,000 


2,000,000 
80,000 


60,000 
40,000 


Cry 


$700,000 


1,000,000 


250,000 


1,125,000 
4,500,000 
1,000,000 
1,105,000 


2,000,000 
250,000 
525,000 

2,575,000 


500,000 


$15,530,000 $15,530,000 


Prepare the company’s income tax return, showing only 
gross income, deductions from income and computation of the 


tax. 
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WOPR Sl PLOCESS, ce als we LS 

Accountant’s Report......... 124,125 


Accounting for 
administration of Pe ae ie 


receivers. AI 
concern in hands of receiver. 42 
ra Vag (a 15 06 CELTS Vg, Oo a gI 
installment sales,......... 143, 186 
DROR es Piet AN a ttle TEAS Oe gre eis I7I 
Giatelia lary ee AL hace 52", 17k 
overhead expenses.. ie 173 
stock acquired by ‘the issuing 
company through purchase... 70 
stock donated to the issuing 
company. . V2 
stock forfeited by subscribers. 7% 
Accounting Systems.. Seite 8 Od 
branch store.................. 143 
cost accounting.... 165-180 
Mepartmentals ic. Ay. 414) 4), 133-148 
HeUreiiieee se. 7k wt. t. 149, 164 
MCL CAWIAE. Ms RVC ciel ise 117-132 
Affiliated Corporations.......... 105 
PAT DOUU Mee BER Sia neha te ssche. 195 
Amortization....... Ree ee S202 
Articles of Copartnership, PAVERS co 12 
Assessment of tax. eee tet as 022 E 
OAT CUM TEE ENS POE ODE a aa 45 
B 
Pree OLR ear ls aphace Oh iss 202, 227 
BUT igs) OR, Opa ne aR 37 
Benet ee. A ei i eas AA 
ROMIMUSaraeE WRT ise 0 Rancher bys. au uhcy pts ae 43 
ES ETISTS DTTC ok ae Gane OAR Oi ie 44 
Pi eerie ha anes. | 44 
HEREC LUTON RAEN A ae Se Pa 38 
Books of Account 
Bonds ropister’, Vino stk es es 55 
rs) vl| 06 41 ee en ae Pf Bi ere, TAS 
Houmiale oe TIT. 125. 136" TO 
dopircre see ea. ov $22,120, 11204 160 
iManulaciuring the. ..14 |}. 4. 124 
material consumption report... 160 
Ser DOOR ar oh wey ces ch, Oe 157 
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production report. . ; 160 
purchases record.. 122, 126, 134, 153 
sales record. . S137 EST 
stock certificate book.. ee Sa 
stockholders’ or stock c ledger. a 54. 
stock record...... paeLESO 
transfer register. Hee CPE Ae ah 54 
Bond Premium and Discount.... 190 
Bond¢Registenm i y.ee yy ae tea 55 
BOMUISHStEA Carat eh em one eee 185 
BLOCK te Mk al ee i ge 74 
Branch Store Accounting. . SGT AS 
Business Losses. ........ 24, 201, 221 
C 
Capital Proportional to Invest- 
MODUS S De ac lccn Sen ane 6 
Capital Stock 
DeETeRReIh S0iy S75" 0 eae Ae 75 
exchange of kuyiey LOR, pee a7 
INCTCAGE IN el) ee eu w oa enna ra 
Cash RoGkeneu ava pics 1201379455 
Classification 
of accounts 
NOmjitial Pes. hee Macey cee 123 
PEO Pei. on hoa: hy rion eee 123 
partnerships 
PEEL Le io tiek aye Wey SC es 14 
implied. 13 
Hmited Mee ay ehh. aN eae 13 
Closing the Receiver’s Books of 
PNCCOUD Ceres rene oa ee 42 
SOT RTTON GS ta a pice irr Na Neen IOI 
(Commercial Law wes aah on |104—107] 
corporation....55—-61, 76-77, 87—9o0 
partnership. ...12-14, 23-25, 43— 46 
Compensation of Officers and 
DITECTOLS ae ak oats ile 61 
Computation: ola bax sek eae 209 
Conditional Subscriptions........ 76 
Consolidated 
net income of affiliated cor- 
DOTALIONG Her cl ena k tO |r 106 
POUMUMNS. cas cieese ee eid eames << > 104 
thet filimotol Aiea dete TOS 
SCALEMEIES. ic. bare sks mate © oe ee 103 
Consolidation 
ACVANLAgeSKOL epee... Cee 102 
Continuous Production or Pro- 
cess System.. : feoak See Lon 
Contributions, or Gifts. . 204 
Copyrights and Patents 
sale.of ug ate Ah Se OO 
Corporations — 
PR AAUD Ea icere chek ty hed aE 105 
CC EIROGL Ae ra 2506.5 6,0 os eee 55 
exempt from income tax....... 216 
LOREIS Te ee 2. SOS eR near 216 
EGE TICALLONE ties > ia. «0s trace Guetta re ators 55 
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general powers Of). 2.0. .0 5051 
LB Wester eis ase 
personal service........... 106, 
subject to income tax......... 
Corporation 
income tax return fora........ 
fOlirnall Mee vec wn apt a ee 
Corporate Records and Books of 
ACCOUNT naneuate coy are ae cies 


Decrease in Capital Stock....... 
Deficiency Account.,......... 39, 
Departmentalization.; 005/422 
Depletiote ee tau ee ea 204, 
Depreciattony i. 7. wae vise 202, 
Directors 

compensation sOly yas kee 

Habilities of she tick yates uses 

rights of 
Discount on Treasury Stock..... 
Dissolution nites raed tole el eee 


Ce 


profits and losses......... 8, 21, 
profits'as salary oh). 242 sy, 
profits in proportion to invest- 


Dividends. . 
declaration of.. 


ere: ae et aae 
ye OO; 


liquidating..... 
DFOPETEY a0 5! hiaisis ots toltictaretaa hon 


payment Ob 7i...4a) ee 87, 90 
who may declarel, /c... 25 sah 
Dividend (Bookie 02s pid ace ne 
Domestic Corporation Affiliated 
with Foreign Corporation. . 
Donators (ice eee etn waa 


Entries Incident to Distribution of 
a Cash Dividend ii a)..00M. ey 
. Exchange of Property for Capital 
Stock 
Expenses 
distribution of....... 
general business....... “197, 198, 
miscellaneous business......... 
organization. . 
Extension of Time for Filing ‘Re- 


SOP 161 O 18 (8 40. 6 8 (6) iW) Oye Se) eo 18, ee 


Equal Investments...... 


55 
° PER OS, 76, 77) 87- go 
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